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Editorial Comment 


The report in this issue of what has been 
Progress In accomplished by the Committee on Education 
Accountancy and Examinations since the time of the an- 
Education nual meeting in Halifax last August will be 

read by members with feelings of pride in 
that progress and of gratitude to the committee for the 
splendid service which it has rendered to our profession. It 
will be recalled that the address on Accountancy Examina- 
tions in Canada published in the November issue of THE 
CANADIAN CHARTERED ACCOUNTANT dealt with the examina- 
tions of the provincial Institutes as they stood at that 
time. The step towards uniformity now being taken by 
the nine Institutes of Chartered Accountants is without 
doubt the greatest single progressive advance ever made by 
the profession in Canada. With a standardized syllabus of 
education, a central examining body and the necessary period 
of service, the qualifications required of candidates will be 
uniform ; and while the members of the profession will still 
be members of their local Institutes, their membership in 
The Dominion Association of Chartered Accountants will 
take on a new significance. 
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And, may we ask, will not this forward step also take on 
a national significance? Who can judge of the extent of the 
influence towards provincial co-operation and Canadian unity 
that can be exerted by the members of a national profession 
in their daily contacts? It is the sort of influence that is 
essential today to broaden local outlooks and to disperse 
narrow provincialism which in some sections of Canada, we 
regret to say, has permitted the rise to power of people who 
would sell the very foundation and solidarity of our nation 
to satisfy their egotism and the selfish aspirations of their 
followers. The fruits of mutual understanding and 
Dominion-wide co-operation will be a united Canada that 
will function for the good of individuals in every area 
between the Pacific and the Atlantic. 

Not in any boastful way but for the sake of information, 
it may be said that in one respect the profession in Canada 
has gone far in advance of the profession of any other 
country. While students elsewhere are left to themselves 
to seek out ways of being coached for examinations, in 
Canada the Institutes have for some years had compulsory 
courses of instruction in which the student must enroll 
and which he must complete according to schedule over his 
years of apprenticeship. The next step of the Committee 
on Education and Examinations will be the co-ordination of 
the various courses of instruction to meet the needs of the 
standardized syllabus, and it is noted that a report on this 
matter will be presented at the annual meeting of the 
Association to be held in Saskatoon next August. 


To add to our remarks in the February 
Appalling Increase issue on the appalling increase in the 
Of Public Debt debts of the Dominion and of the nine 

provincial governments of Canada and 
in those of our cities, towns and municipalities, we are 
privileged to quote some figures from the March bulletin 
of the Taxpayers’ Association of Canada.* Our national 
debt which is mounting at the rate of $272 millions a year 
is at present over $8,000 millions (or nearly twice the na- 
tional income of $4,400 millions), and is $743.49 per capita 





*We are informed by the Taxpayers’ Association of Canada, 67 
Yonge Street, Toronto, that these figures were compiled by J. Leonard 
Apedaile, C.A., Montreal, President of the Province of Quebec Division 
of the Association. 
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as against $385.00 in the United States. This national debt, 
moreover, has increased in the last eighteen years by four 
billion nine hundred million dollars, i.e. by 149 per cent., 
and is now approximately two and a half times what it was 
in 1919. And the sorry part of it all is that for the 
Dominion government’s borrowings of two and a half billion 
dollars in the last sixteen years, we have practically no 
corresponding assets. It should also be noted that three- 
fourths of our national debt is held in Canada and one- 
quarter abroad, and the disproportion tends to become 
greater due to two main reasons—(1) the declining faith 
of outsiders in our credit, and (2) the investment of money 
in government securities because of unsettled conditions 
and the shrinkage in industrial activities. 

We may well ask ourselves if under these circumstances 
we are not living in a fool’s paradise. Instead of the govern- 
ments practising rigid economy and keeping annual expendi- 
tures well within the year’s income, the orgy of borrowing 
for current needs goes on. The day of reckoning must come, 
and authorities will awaken to find that the sources of their 
borrowings—the savings of the people—have dried up. 
What will follow should not be difficult to foresee. Unless a 
halt is called to it all, who at this moment, we ask, will 
venture to estimate the value in coming years of government 
securities which, it should be noted, form the greater part 
of the invested funds of banks, trust companies, insurance 
companies and other bodies acting in a fiduciary capacity? 


We are indebted to Accountancy, the Journal 
Exchange of the Incorporated Accountants in Great 
Equalization Britain, for the brief article on Britain’s Ex- 
Account change Equalization Account, which we pub- 

lish in this issue. References to this Ac- 
count have been frequent in the public press, and most 
readers have doubtless wondered how it functions. The 
objects and advantages of the Account and the way it 
achieves its results are all set forth in this illuminating 
article. 

Since the article was written, a very interesting develop- 
ment, and what may also be described as a revolutionary 
change, has taken place in banking circles in England, 
through the passing on 28th February of the Currency and 
Bank Notes Act. “It was apparent at the time of the recent 
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transfer of gold (£200 millions at the nominal price) from 
the Bank of England to the Exchange Equalization Ac- 
count,” states The Economist (London) in its issue of 4th 
February last, “that legislation would be needed to put on 
a permanent footing the accompanying adjustment of the 
fiduciary issue.” The Act, then, has brought about a marked 
change in the note issuing system of the country. In future 
the assets (gold and securities) backing the Bank of Eng- 
land note circulation are to be revalued each week at market 
prices, and any discrepancy between the resulting figure 
and the amount of notes outstanding is to be remedied not, 
as hitherto, by adjusting the issue to the backing but by 
exactly the reverse process, namely, diminishing or increas- 
ing that backing, as the case may be, through transfers of 
gold or securities to or from the Exchange Equalization 
Account. “Thus the outstanding volume of notes issued 
will become the determinant factor in the position of the 
issue department of the Bank of England,” states The 
Economist; “no longer is the note issue to be determined 
automatically by changes in the volume of the gold reserve. 
The change is the symbol of the tremendous transition 
which has occurred from the rigid currency ideals of the 
‘currency school’ which found their expression in the Bank 
Charter Act of 1844, to the elasticity of the new ‘currency 
management’ towards which we are evolving.” 

The main provisions of the new legislation 
Revaluation relate to the revaluation or the writing up 
Of Gold of £126.4 millions of the Bank’s gold from 

84s. 1114d. to 148s. 5d. per ounce (the cur- 
rent London market price) which would have given the 
Issue Department £220.9 millions. In order to neutralize 
this surplus the fiduciary circulation has been reduced from 
the former £400 millions to the new “normal” figure of 
£300 millions. To maintain the note issue at the former 
level and to prevent a contraction in the reserve it was 
necessary for the Bank of England, on the day the Act was 
passed, to buy £5.5 millions of gold from the Exchange 
Equalization Account, and the following figures taken from 
the Bank’s returns illustrate exactly what took place: 
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Bank of England—Issue Department 
Notes Issued— 


February 22 March 1 
In circulation ....... - £472,734,976 £478,448,520 
In banking department 53,679,381 47,965,955 
WEE: S Aan teeres 526,414,357 526,414,475* 
Fiduciary Issue ......... 400,000,000 300,000,000 
DE eevewdstevetecanc~% 126,414,357 226,414,475 


Thus the change was effected with that smoothness of 
operation that is a feature of the British monetary system. 
From the point of view of accountancy, the bank return 
will convey a picture of the actual position and will be 
more clearly understood by the average reader than was 
possible from the documents hitherto published. “Is it too 
much to hope,” says The Economist, “that this improvement 
in the presentation of the return will now be taken to its 
logical conclusion, namely, the merging of the issue and 
banking departments of the Bank of England? The case 
for this removal of the fiction of separation was strongly 
enough argued in the Macmillan Committee’s report in 
1931.” It will be stronger than ever now since the gold 
reserve position has been regularized by this Act of 1939. 
This is an extremely interesting subject, and we suggest 
that our readers peruse again Mr. Makin’s article on the 
Bank of England in our January issue, and that of Mr. 
Plumptre on the Bank of Canada in the December issue. 
In Mr. Makin’s paper one will receive enlightenment on such 
matters as the weekly return of the Bank of England and 
the fiduciary note issue. 
The renewed borrowing of democratic govern- 
Britain’s ments for expenditures on defensive measures 
Unpaid against the menace of the dictatorships of 
War Debt Europe will be raising in the minds of many 
the question of the payment of the debts in- 
curred by Great Britain in the purchase of munitions and 





*It will be noted that there is little change in the totals for these 
two weeks. A considerable demand for currency arises at Christmas 
time, and the bank returns for the week of December 28th last, for 
instance, showed notes in circulation of £504.7 millions, and in the 
banking department of £51.7 millions, or a total of £556.4 millions. 
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supplies from the United States during the World War. 
Has Britain repudiated her debt to the United States? If 
not, why has she not paid off the obligation? In a recent 
issue of The English-Speaking World the chairman and the 
economic adviser of the British Parliamentary Monetary 
Committee have provided answers to these questions, and 
we are indebted to them for throwing light on the subject. 

For an understanding of the whole matter of the war 
debts, it should be kept in mind that they were incurred 
in the gold standard era and that the normal basis of inter- 
national settlement of obligations under that standard was 
by the exchange of goods for goods, with only the net bal- 
ance of indebtedness payable in gold. The assumption was 
that the orthodox method would continue and that the 
payment for war materials would be made by an exchange 
of goods. A departure from this international convention 
took place when the United States stipulated that the war 
debts should be paid in gold. 

Because of her superior commercial position throughout 
the world Great Britain for a time was able to acquire gold 
from her debtor nations, and for several years up to 1930 
to make the required payments to the United States in 
gold. Unfortunately this gold, instead of being allowed by 
the United States to circulate, was hoarded or, to use the 
technical term, was sterilized with the result that the ulti- 
mate world shortage of gold made impossible any further 
debt payment by that medium, and in 1931 forced the 
Hoover moratorium. It may be mentioned at this point that 
in 1933 the supreme court of the United States ruled that 
the enforcement of the gold clause in a debt contract was 
illegal. 

This sterilization of the world’s gold supply had another 
serious effect on the status of the war debts—a condition 
which was fully anticipated by economists and monetary 
experts. When the time came for Britain to resume pay- 
ments after the expiry of the moratorium the sterling price 
of gold had risen by fifty-four per cent. which meant that 
in December 1932 Britain was called upon to pay £30 
millions in liquidation of a bond of £19 millions. 

To appreciate still further the impossibility of paying 
the debts under the conditions which developed, the Hawley- 
Smoot tariff passed after the debt settlement plan of 1923 
created for Great Britain an unfavourable trade balance of 
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£40 millions per annum. It was natural under these cir- 
cumstances for Great Britain to ask for an inquiry into 
this artificial enhancement of the burden of her debts; and 
the British government offered a token payment of £4 
millions per annum in acknowledgment of the debt during 
the inquiry. The request was refused and the offer not 
accepted; so the war debts stand as they did in 1933, but 
they have not been repudiated. 

It is not necessary to give here an ac- 
Background Of count of the complicated details of the 
The War Debts war debts; the reader will find a full 

explanation in the Encylopaedia Britan- 
nica under “Inter-Allied Debts.” Discussions on plans for 
repayment of the debts continued for four years following 
the Armistice, the simplest and most generous proposal 
being that of Great Britain to cancel all inter-ally debts 
although she stood to lose very much more than any other 
nation by such cancellation. For instance the advances 
made by the three major allies in connection with the war 


were: 


Great Britain ........ £128 millions 

(or approximately $625 millions) 
United States ........ $379 millions 
PE a Kida cahtnees Fr 3,461 millions 


(or approximately $138 millions) 

Under the terms of the Anglo-American funding agreement 
the whole principal sum of the debt of Great Britain to 
the United States (after allowing for interest due to 31st 
December 1922 at 414 per cent. per annum and for pay- 
ments already made of $100 millions) was agreed upon at 
$4,600 millions to be repaid over 62 years in annual instal- 
ments of sums increasing from $23 millions in the first 
year to $175 millions in the last—with interest at 3 per 
cent. for the first ten years and 314 per cent. for the 
remaining period. The total annual payments on account 
of principal and interest would thus vary between $160 
millions and $187 millions. 

Britain proved by the regular payments up to 1930 her 
anxiety to settle her war debt obligations; her continued 
efforts in this direction have been frustrated by the barriers 
mentioned. 
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One of the important factors to be considered 
Internal by the chartered accountant in his audit pro- 
Check gram is the nature and extent of the internal 

check and control in the company of whose 
accounts he has been appointed auditor. Naturally the 
more extensive the system of accounting and internal con- 
trol, and particularly where an internal audit department 
is maintained, the less extensive will become the detailed 
checking of the external auditor, but the extent thereof is 
a matter which lies in the discretion of the auditor. 

In our correspondence column this month, Mr. Turner 
who at the annual meeting of our Association held in Halifax 
last August took a prominent part in the discussion of 
auditors’ reports, now raises a point in regard to the re- 
spective duties and responsibilities of the internal auditor 
and the external auditor which so far as we can recall is 
new in accounting discussions. Other members of the pro- 
fession will also have some observations to offer on this 
subject, and we invite them to make use of the correspond- 
ence section of this journal. 
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THE ACCOUNTS OF A SMALL OIL REFINERY 


By Milton Howard, Chartered Accountant, 
Winnipeg, Canada 


H the establishment of an ever-increasing number of 

small independent oil refineries throughout the coun- 
try, and more particularly in the prairie provinces, a study 
of the oil industry and the question of a simple accounting 
system therefor is becoming increasingly important. 

Many of the difficulties besetting the oil industry as a 
whole are unknown to the general public and at times this 
has no doubt resulted in the major producers and refiners 
being blamed for seeming inconsistencies in their treatment 
of their customers. For instance the question is asked as 
to why the price of the finished product in carload lots 
should increase although the price of crude may have 
dropped. 

One of the difficulties has been the seemingly endless 
number and variety of taxes imposed upon the industry by 
the various governmental agencies. Another difficulty has 
been the matter of over-production. 

During the past twenty years the search for new oil 
fields has been carried on intensively by private and govern- 
ment interests in almost every corner of the globe. Those 
countries which feel the demand for oil, especially for war 
purposes, have gone to great lengths to locate oil and estab- 
lish adequate reserves. In many instances the expense 
incidental to the search has been given little or no considera- 
tion; and the search has been carried on at fever pitch. 

As new fields come into production, a market for the 
crude oil becomes increasingly urgent. Intensive competi- 
tion has resulted in the price of crude dropping to a point 
where, after allowing taxes of various kinds, there is often 
little or no net return to the producer. In many cases once 
a field has started in production it must continue to be 
developed, as there is danger of it being drained by wells 
in offsetting centres, or the entire field may be ruined by 
the entrance of water. 

To prevent a collapse of the price structure and disaster 
to the entire industry, many countries including Canada 
have introduced restrictive measures, generally in the nature 
of prorating the crude production. Ordinarily one would 
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expect that as the volume is reduced by proration regula- 
tions the price would increase, but such has not been the 
result. In so far as the price of crude oil is concerned the 
theory is fairly well recognized in oil circles that crude oil 
prices should be measured by the “net-back to the refin- 
eries,” that is, the amount realized from all refining products 
less selling and general expenses. 


Structure of the Industry 

Broadly speaking the oil industry may be divided into 
four groups or departments: 

(a) Production—This division is charged with the de- 
velopment of wells in various fields and the production of 
crude oil generally. 

(b) Transportation—This department is usually a pipe 
line company which receives the crude from the producer 
and makes delivery to the refiner. Delivery in some cases 
will be direct to the refining plant but in many instances 
it is necessary to use the medium of railway tank line cars. 

(c) Manufacturing—The crude oil is received by the 
refinery and manufactured into gasoline, kerosene, distillate, 
fuel oils, etc. The basis of manufacture will vary depending 
upon the type of refinery, the kind of crude oil, and the 
market available. The larger plants will be equipped to 
refine the crude material into various types and many classes 
of product, while the smaller plants, usually known as 
“skimming-plants” will confine their operations to produc- 
ing one or two grades of gasoline, distillate and fuel oils. 

(d) Marketing—All types of refineries require to find a 
market for their product. In many cases the company will 
operate bulk plants and gasoline stations on its own behalf 
while in other cases it may be able to dispose of its entire 
product to established independent marketing concerns. 

The activities of some companies cover only one type of 
the foregoing departments while other organizations com- 
bine the operations of two or more of the groups or depart- 
ments. 

There are only a limited number of Canadian companies 
engaged in the operation of all four types of departments 
but the number of independent companies, particularly in 
the prairie provinces, engaged in the refining of crude oil 
and marketing its products is rapidly increasing. 
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This article, then, will discuss only the accounts re- 
quired by the type of company operating what is known as 
a “skimming-plant.” 

Refinery Processing Tests 

Before dealing with the accounts a few words as to the 
industry generally should be of interest. Petroleum con- 
sists of some 80 per cent. by weight of carbon, with some 
10 per cent. of hydrogen, and varying proportions of nitro- 
gen, oxygen and sulphur. In the first operation the crude 
oil is fractionally distilled so as to separate it at normal 
boiling points into gasoline, kerosene, distillate and fuel 
oil. Some of the products may later be purified by chemical 
treatment if the plant is properly equipped for the required 
process. 

In a plant that turns out quality products the physical 
and chemical tests made during production are many, and to 
the uninitiated are somewhat bewildering. For instance, 
there is the distillation test which is the most important in 
determining the quality of the gasoline. In this test the 
initial boiling point is found, that is, the point at which the 
lightest elements of gasoline begin to boil; also the end 
point, which is the highest temperature reached in distilling 
the gasoline. The intermediate performance of gasoline 
under this test is important in determining the degree of 
constancy in vaporization compared with the specific re- 
quirements of the gasoline to be produced. 

The percentage of sediment and water in the crude oil 
is determined by a centrifugal test which throws the heavy 
elements to the bottom of the testing flask. 

There is the viscosity test to determine the body or 
cohesiveness of the liquid, that is, the resistance which it 
offers to flow. 

The flash point is the temperature at which there is 
enough gas given off to cause a small flash to shoot across 
the surface of the liquid on passing a small flame over the 
liquid as the temperature increases. 

Fire point is the temperature at which the oil will burn 
without extinguishing. There are other tests such as the 
cold test to determine the temperature at which the oil 
ceases to flow, the test to ascertain how long the illuminat- 
ing oil will burn, the corrosion test to determine whether 
or not the gasoline will corrode the carburettor and cyl- 
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inders, the calorific test to learn the heating value—that is, 
the British thermal units per pound, the sulphur test for 
fuel oil, and still many other tests depending on the nature 
of the crude oil and the final product manufactured. 

The auditor is not usually concerned with these tests 
but if he makes himself more or less familiar with the 
various terms and processes, including the basis of gravity 
and volume corrections used throughout, he will be in a 
much better position to conduct an intelligent examination 
of the company’s accounts. 

Accounting and Stock Records 

The general books of account would comprise a general 
ledger, accounts receivable ledger, barrel or drum record, 
accounts payable ledger, sales record, daily cash book and 
synoptic journal. All of these may be the usual stock form 
loose-leaf records with the exception of the sales record. 

One of the features requiring careful consideration in 
setting up a system of accounts for an oil company is the 
tax situation. Each of the Provincial governments imposes 
a gasoline tax on gasoline sales and the Dominion govern- 
ment imposes a sales tax, which must be collected and 
remitted by the oil company. The Provincial tax is based 
on the gallons of gasoline sold and used while the Dominion 
sales tax, which is in respect of all products sold, is based 
on the posted tank wagon price of standard gasoline at the 
respective central markets, with differential deductions ap- 
plied in respect of the various classes of product. 

No two refineries operate exactly alike. The crude oil 
used is of varying quality and the manufacturing policy is 
based on conditions obtaining in the district in which the 
refinery disposes of its product. Conditions in an individual 
plant will vary from time to time. It will be found that at 
one time gasoline is the principal product required while at 
other times it will be kerosene or distillate. These, how- 
ever, will be problems of management. 

The internal operating records required will vary with 
the information desired by the management and should be 
sufficiently elastic to take care of seasonal variations. 

In the case of a “skimming-plant” no elaborate cost 
system is required. The principal points of production are 
covered in the “stillman’s report;” the quantity controls, 
which are extremely important, comprise the inventory 
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records; while the results of the operations are developed 
monthly from the profit and loss statement. 

The sales record should be in columnar form with a 
sufficient number of columns to record the quantity (gal- 
lons) and the sales value of each of the products sold, 
together with the amount of the Provincial gasoline tax 
collected or due. All invoices will be numbered and entered 
in the sales record in numerical sequence. To enable the 
bookeeper to compute the Dominion sales tax it will be 
necessary to place an “X” mark opposite each invoice in 
respect of which the product has been sold below the relative 
adjusted tank wagon price. These special items will be 
recapitulated at the end of each month and the necessary 
adjustment applied to the taxable sales value to determine 
the amount of the sales tax payable. 

One of the most important forms used by a refinery is 
the stillman’s report. The stillman operates the still and 
is responsible for the conversion of the crude oil into the 
primary manufactured products. The report is prepared 
daily for each separate lot of crude oil run and gives par- 
ticulars of tests of the run which are made and recorded 
half hourly, together with particulars of product recoveries, 
percentages of various products, and other pertinent data. 
The management is particularly interested in the recoveries 
shown for each class of product and the processing losses 
which should compare favourably with a standard variation 
allowance, depending upon the type of crude used. Large 
discrepancies would be investigated and corrected or ex- 
plained under the “remarks” caption. A suggested form of 
stillman’s report is shown at the end of this paper. 

Probably the next most important record from the com- 
pany’s point of view will be the inventory record. The 
control of stock is of paramount importance. The following 
form will illustrate a good method of control: 


STOCK RECORD 


ee eee ere We teue Crude Gasoline Distillate Ete. 
. Oil 
CD SC ccs: “Gineses a0o050 -seadaes Gee ates 
EP aac S Mee as- <cattoss.  “wwalles: | debe! Atgiewald 
ee ce ica inten. atielansis)” CROSS S pare’ 


Tota 
BperVaee: OT TORGIRE TOUOTE ikki eee. ees See 
PMN co Sp eiiictes “atsess  aeeiee’s  GHAGES ~SKieweis 
PE acs Cavicck: Weare, -SeeReR  ckeurye 
PO Sol cthead Savaee.  Atleawee <eedeee 


| 
| 
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pM A Se a Secs ebiapeee, aeeba — aide dle 
DTCC cot. “elles emosae ‘Reese _ breadsiew 
PE eee es) Sctacee’- "R¥akas “eaeede-= . GviewGe 

A physical inventory is taken at 7:00 a.m. daily. All 
transactions, including receipts and deliveries, are corrected 
to 60 degrees Fahrenheit. Discrepancies should be traced 
as soon as they develop. 

One point which requires careful consideration is the 
matter of returnable containers. It will be found that some 
refineries require their customers to furnish their own con- 
tainers. Arrangements may be made to supply these at a 
nominal profit or, in the case where a large number may be 
required, customers may purchase them direct from a sup- 
ply house. In these cases no especial form of accounting 
is required. However, where the refinery supplies the con- 
tainers, either on loan or on sale with provision for their 
return, it will be found necessary to keep a close control of 
all barrel and drum transactions. This will be done through 
the medium of the barrel or drum record. At the time the 
sale is made the customer will be billed with the value of the 
container—usually at a standard price much in excess of 
cost—and credited with a similar amount as the containers 
are returned in good condition. This procedure is adopted 
to ensure the return of the containers. As the containers 
will form part of the operating equipment of the company 
the profit on the sales as charged to the customers will be 
placed in a reserve account, the reserve account later being 
reduced by a similar amount as the containers are returned. 
Provision for depreciation of this equipment will be included 
in the operating accounts in the usual manner, appropriate 
adjustment being made to the reserve account as occasion 
requires. 

As stated previously no elaborate cost system is required. 
The selling price of the various products will be governed 
largely by the market price as set by the major oil com- 
panies, while the control over cost will be maintained by a 
daily scrutiny of the stillman’s report—the recoveries shown 
being the most important feature—together with the usual 
consideration given the results disclosed by the depart- 
mental profit and loss accounts. 

The foregoing remarks are not intended to be all in- 
clusive, but it is hoped that they may prove useful as a 
general outline of some of the problems met in reviewing 
the accounts of one of the newer industries. 


252 








THE ACCOUNTS OF A SMALL OIL REFINERY 


In this article the writer is indebted to Mr. H. G. Hum- 
phreys who has compiled an excellent reference on the 
subject of the oil industry entitled “The Accounts of An Oil 
Company.” This volume will be found useful to any one 
who has occasion to examine the accounts of a producing 
company or any of the larger oil companies. 

A.B.C. COMPANY OIL REFINERIES LIMITED 


Departmental Profit and Loss Accounts 
Refinery Department: Price Gallons Amount 
*Net sales of products—External.... «6... eee eee eee 
eOEMED acca) ieee 0 ele «=~ wr acelnete 
Miscellaneous earnings—External.... = ...... 0 wwe ee wt eee 
=—OEEEEsS —aiewee  SeDR «uisemd 


MSTOMS TUATOINGR: bak 0 osc csv dees Se ccans 
Deduct: 

ETO EMMUEEE CSN cttctoekk 60 (SMES SS 060CU#ekeS | O 
Processing loss (gallons only) .. -——sis nn ee 
Operating & maintenmanceexpenses = = — — .eeeee 

WEE RICO ska ecccces 86 (OR SU 06 «6 Ae 0 reer 

*Inventory increase or decrease .. sw. tee lt te es 
Selling expenses—Apportioned .  — — — — wV.eeee 
General expenses—Direct ...... = = vaseee 
General expenses (net)—Appor- 

MUM SAGRG eae Rhee 000 ti(‘(‘it*é«S i 


Net Income before providing 
for depreciation. ........6.00% i eager 
BOR NOCNEN 055 50.0.5. 6:5 hw wives overs me aesaen 
Net Income—Refinery Department Besacds 


Distributing Department: 

EOe HUE ee ES cece RD | Mea = at awn 

* DPE Ghat 806 kwiehee 8 8 SEAN ceeiwates 
DN ac oeicecsckes GaN.  <dcde?y  Sueaea 
DEMME nGseeliaaess aGiwes- —2e640%: Seeees 
ME Sistusvosasesvouse Ake  wadeee @rteare 
AIUOr PRGPOMINGE Si aS 0 See 0 awl 


x &£ #&# & 


Deduct: 
WPUPCRmeOn BYONR FORMOTY ccc | haces | Ske eee || et aees 
WRUTOREUN-—TEREOTE nkccisccccs 8 cs0ees Cassese seers 
Purchases—Other merchandise .. =  — ..seee 
WOMEN, SecGaasecseccwcenseceeee: jj.  — wviiasiyrie 
*Inventory imcrease or decrease... ...... oo ceeeee sw ences 
POPE OUNONOOE ceceeiceees ss i © eieiisreiee 
Maintenance expenses .......... =  eeeees 
General expenses—Direct ....... = =  Leeeee 
General expenses—Apportioned.. = — —  wueeee 
Net Income before provid- 


ing for depreciation... $ 
Depreciation anon 
Net Income — Distributing 
Department . 2.22.6... $ 


*State gallons and amount. 
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A.B.C. COMPANY OIL REFINERIES LTD. 








BOD aa ea se rare aes 
Stillman’s Report 
BI Oa oso Sk css 
Still Per 
Time | Temper- oo Cent Crude Tank Car Record 
ature y Off 
: Car No 
Kind ° 
Gravity oa 
LBP. Still 
E P : Stored 
ai Short 
Still Charge 
Car No 
Gallons . 
Time Start — 
Time End 
Stored 
Dumped Short 
Coke 
Cuts Crude Inventory 
Time| Still |Strm.| On Hand 
Temp. |Grvty.| Stored /Charged 
Balance 
Temperature 
Correction 
Net Balance 
Tank Nos. 
Fuel Oil Used 
Tank 
Used 
Refilled 
Water | 
Gallons Used 
RECOVERIES 
Product 
Tank Nos. 
End Net 
Start Net 
Manuf’d 
° Temp. Corr. 
Net Manuf’d 
Percentage 
Product Residue 
Tank Nos. 
End Net End 
Start Net ; | Start 
Manuf’d. Stored 
Temp. Corr. Temp. Corr. 
Net Manuf’d Net 
Percentage Percentage 
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DIFFERENTIAL OR MARGINAL COSTS* 


By R. G. H. Smails, Chartered Accountant, 
Kingston, Ontario 


Or CE upon a time cost accountants would set out to find 
the cost of manufacturing a product. The contempor- 
ary literature gives the impression that costing procedures 
were prostituted to the requirements of financial accounting 
and that everyone was satisfied provided that the aggregate 
of the unit costs calculated by the cost accountant equalled 
the total expenses recorded in the general ledger. The 
authors of these procedures had in fact merely demonstrated 
that, as a mathematical proposition, the whole is equal to 
its parts. Their costs were of no significance, either ab- 
solutely or relatively. 

‘The modern tendency amongst cost accountants is to 


recognize that the absolute cost of a product ts indetermin- 
ate, that cost is relative to the purpose for which it is 
calculated, and that the p € purposes of cost analysis are so 
yaried as. to necessitate a number of different conceptions 
and measures of cost. Different types of cost calculation 
Telative to the same product are required by management 
in the solution of the various problems with which manage- 
ment is confronted; average total costs, average variable 
costs, “normal” costs, and standard costs (“ideal’” or 
“measure’’) are examples of these different types.’ 


A concept of cost which does not appear to be extensively 
used by cost accountants but one which is essential to the 
solution (in their cost aspects) of certain problems of busi- 
ness management is the differential or marginal cost.2 As 
a unit cost this is the amount by which the total costs in- 





*The substance of an address given at a meeting of the Society 
of Cost Accountants and Industrial Engineers in Toronto on 23rd 
February last, and published here with the kind permission of the 
Society. 

1There has resulted from this development a sense of (a) the 
absurdity of legislating (for Tariff or fair-trade purposes) by reference 
to the cost of commodities without defining precisely the concept of 
cost to be employed, and (b) the futility of arguments as to whether 
interest is an element of cost, the fact being that interest is a cost of 
a certain sort which needs to be taken into account for certain pur- 
poses but not for others. 

2See e.g. Alfred Marshall, Principles of Economics, (Macmillan, 
1920); also J. M. Clark, Studies in the Economics of Overhead Costs, 
(University of Chicago Press, 1923). 
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volved in a decision to produce n + 1 units exceed the total 
costs involved in a decision to produce n units. This excess 
is the cost really incurred on account of the additional unit 
of output (or any other similar unit) since it represents the 
costs which must be incurred if that unit is to be produced 
and which will not be incurred if that unit is not produced. 


The illustrative table below® relates to a concern which 
has a capital investment of $200,000 represented by $100,000 
5% bonds, and $100,000 common stock, to attract invest- 
ment in which (having regard to the risks involved in the 
enterprise and to current interest rates) a return of 7% per 
annum is necessary. Working capital is borrowed from the 
bank at 6%. The capacity for which the plant was designed, 
on the basis of an eight-hour day is 10,000 homogeneous 
units per year, at which volume the average total unit cost 
reaches its minimum. The concept of capacity is thus an 
economic rather than an engineering one. The illustration 
deals moreover with a specific plant as it is, and is not con- 
cerned with possible extensions or improvements to that 
plant. 

TABLE 


Costs at. Different Yearly Outputs 
(100 per cent. capacity — 10,000 units) 


Item Z II III IV ¥ 
(1) Direct Costs of —- - — of 80%of 100%of 120% of 
Operation: Gees ) apacity Capacity Capacity Capacity 
(2) BEAISTIGIS .6.08 608s —_ $12,000 $16,000 $20,000 $26,000 
Cee Bre cock scare tons $ 2,000 2,400 3,000 3,000 3,000 
Cap? TEP MIO oe ods sass 4,000 4,50 5,200 5,600 7,200 
(5) Machine operators... — 15,100 18,500 22,800 31,800 








$ 6,000 $34,000 $42,700 $51,400 $68,000 

















(6) Indirect Costs of 


Operation: 
(7) Engineer, stokers, 
sweepers, etc. ...... $ 1,900 $ 7,500 $ 7,700 $ 7,900 $ 9,600 
(8) Coal and materials .. — 8,600 9,200 10,000 11,400 











$ 1,900 $16,100 $16,900 $ 17,900 $ 21,000 




















(9) Office, Sales, Ete.: ‘ 
(10) Manager & assistants $ 7,000 $ 7,000 $ 7,000 $ 7,000 $ 7,000 
(11) Clerical labour and 

| ree 1,000 4,840 4,860 4,900 5,900 
(12) Law & auditing ...... — 1,000 1,000 1,000 1,200 


$ 8,000 $12,840 $12,860 $ 12,900 $ 14,100 




















sAdapted from J. M. Clark, Op. cit. Chapter IX. 
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(13) Repairs and 


Maintenance: 
lan) TE cissesesawcee $ 1,200 $ 2,500 $ 2,700 $ 2,700 $ 4,000 
C35) “SERURTIRIS, .2...026.605% 200 460 480 500 1,000 

















$ 1,400 $ 2,960 $ 3,180 $ 3,200 $ 5,000 
































Overhead Charges: 
(16) Taxes, depreciation 


and insurance ..... $10,800 $10,800 $10,800 $ 10,800 $ 10,800 
(17) Interest—Bonds .... $5,000 5,000 5,000 5,000 5,000 
(18) —Capital .... 7,000 7,000 7,000 7,000 7,000 
(19) Floating debt .... 600 720 960 1,200 1,440 

















$23,400 $23,520 $28,760 $ 24,000 $ 24,240 





















































20) Total MOKt 6.526.060: $40,700 $89,420 $99,400 $109,400 $132,340 
(21) Units of output ..... —— 6,000 8,000 10,000 12,000 
(22) Average cost per unit — $ 14.90 $ 12.43 $ 10.94 $ 11.03 
(23) Differential cost, total — $48,720 $ 9,980 $ 10,000 $ 22,940 
(24) Differential cost, per 

GUE: ni xs bscwe esau oe $ 812 $ 499 $ 5.00 $ 11.47 

















It should be noted that the cost figures in the Table in- 
clude those distribution expenses which are really a part 
of production cost (e.g. storing, packaging, shipping and 
billing) but do not include any of the expenses incurred 
by a producer who can only sell an increased output by secur- 
ing for himself a larger proportionate share of a limited 
market (e.g. advertising and salesmen’s salaries). This 
abstraction is necessitated by the circumstance that the 
analysis based upon the illustration is appropriate only to 
changing supply—and not to changing demand. The figures 
in the Table include moreover a return on the whole of the 
investment whether represented by stock, bonds, or bank 
borrowing, with the result that the figures of total cost 
represent the amount that would have to be secured on sale 
of the product to pay the required return on all capital 
employed. 

Lines (1) to (20) of the Table constitute a schedule of 
total outlays (by groups) involved in alternative policies 
from shutting down temporarily (as distinct from abandon- 
ing permanently) to producing an output 20 per cent. in 
excess of that for which the plant was designed. Line (22) 
gives the conventional average unit costs computed by divid- 
ing the output (Line 21) into the total cost (Line 20) of 
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the same column. These average unit costs decline until 
the “capacity” output is exceeded. They then begin to rise, 
since the saving from spreading constant or predominantly 
constant costs over a larger number of units and from buy- 
ing materials in larger quantities is thereafter more than 
offset by decreasing efficiency of labour (due to overtime 
pay, a sense of security of employment, etc.) and accom- 
panying wastage of material. Line (23) contains the total 
differential or marginal costs, the figure in each column 
being computed by subtracting from the Line (20) “Total 
Cost” figure in the same column the Line (20) “Total Cost” 
figure in the column to the left. Thus the total differential 
cost of an output of 6,000 units as compared with the cost 
of a temporary shutdown is computed as $89,420 — $40,700 
= $48,720. The unit differential cost is computed by divid- 
ing the total differential cost by the additional number of 
units involved, i.e. 6,000 in Column II, 8,000 — 6,000 = 2,000 
in Column III, and 2,000 in each of Columns IV and V. It 
will be noted that the only return on capital included in the 
figures of differential cost is interest on additional capital 
necessitated by increased output. Similarly the only de- 
preciation, etc. included is depreciation, etc. on plant exten- 
sions necessitated by increased output—in this case, none. 
The total differential cost figure in Column II ($48,720) 
represents the amount of cash that would have to be paid 
out to secure an annual output of 6,000 units, beyond the 
amount of cash that would be paid out in maintaining the 
plant and labour nucleus in temporary idleness. The cor- 
responding figure in Column III represents the amount of 
cash that would have to be paid out to secure an annual 
output of 8,000 units beyond the amount of cash that would 
be paid out to secure an annual output of 6,000 units—and 
so on with the other two columns. The unit differential 
cost figures thus represent the minimum price that must be 
secured for additional output if the cash receipts from 
that additional output are to equal the cash outgo in respect 
to it. It will be noticed that these differential unit costs 
decline to the point of capacity ouput and then (apparently) 
rise very steeply—much more steeply than average unit 
costs. Were attention paid exclusively to average unit 





4In actual practice it would be necessary to attempt a calculation 
of differential costs for much smaller increments than are used in the 
illustration since the differential costs cannot properly be averaged so 
broadly as they are here. 
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costs in formulating production and sales policies the fact 
might be overlooked that if output were stepped up from 
10,000 to 12,000 units per annum the additional 2,000 units 
would each involve an avoidable average cash outlay 
of $11.47 whereas the “capacity” output would in- 
volve an avoidable average cash outlay of only $6.87 (i.e. 
$109,400 — $40,700) per unit. The price secured for the 
10,000 

last 2,000 units produced at 120% of capacity would there- 
fore have to be better by $4.60 (i.e. $11.47 — $6.87) than 
the price secured for the capacity output to make that addi- 
tional output as well worth undertaking as the capacity 
output. This circumstance is not readily discernible from 
a scrutiny of the trend of average unit costs and while it 
is accidental in the sense that the figures and conditions of 
the illustration are abitrary yet it is typical in the sense 
that differential or marginal costs do, in fact, bear this kind 
of relationship to average costs. 

Further illustrations might be adduced to demonstrate 
that a knowledge of differential or marginal costs, while 
useful in the solution of problems arising out of the volume 
—cost—selling price relationship, is essential to the solu- 
tion of other problems such as the exercise of choice between 
alternative uses of plant, alternative methods of production 
or alternative sizes of plant, and the inception of side lines 
to employ plant and labour when the demand for the main 
product is slack.’ The peculiar value however of estimates 
of differential or marginal costs lies in correcting certain 
natural errors into which a businessman may be drawn by 
preoccupation with total and average costs whether these 
be actual or “standard.” 

To the general or financial accountant the concept of 
cost which has been developed in this article can hardly 
fail to appear elusive and unreal. It is not a tool adapted 
to his uses, e.g. the valuation of inventories for the purpose 
of preparing profit and loss accounts and balance sheets. 
But for the problems of economics or of business adminis- 
tration in the broadest sense it represents a fundamental 
fact. 





5See e.g. W. T. Baxter, A Note on the Allocation of Oncosts Between 
Departments, The Accountant, Vol. XCIX, No. 3335, p. 633. 
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THE SUPERVISION OF ACCOUNTANTS’ REPORTS 
By Stephen Chan, New York City 


7 analogy “he could not see the forest because of the 

trees” aptly applies to our problem; because of the 
numerous details to be covered, a competent senior account- 
ant often overlooks a necessary comment which belongs in 
the report, is drawn into following a fallacy in the reason- 
ing of his predecessor which affects the theoretical correct- 
ness of the financial statement or erroneously treats a 
balance sheet item. 

The most efficient bulwark of an accounting firm against 
errors in judgment or laxity in audit procedure, is the 
competent supervision of the audit report from its embryo 
form at the start of the engagement to its maturity in 
formal type and binding as delivered to the client. 

The usual engagement follows an established routine; 
the procedure is outlined by the supervisor or partner, the 
audit is conducted by the senior and his assistants and the 
report written by the senior is turned over to the partner 
or office manager together with the working papers. This 
dissertation will deal with the procedure relative to the 
review of the working papers, the revision of the report 
and the typing and checking thereof. 


Content of Working Papers 


The policy of an accounting firm whether employing a 
staff of five or five hundred men should be one of insistence 
on the preparation of complete, orderly working papers. 
Each firm has its preferences in this respect but as a general 
rule the working paper folder or folders submitted to the 
office at the conclusion of the audit should contain: 

(a) Neatly fastened at the top, a comprehensive index. 

(b) A complete statement of the scope of the examina- 
tion. (This sometimes takes the form of a prepared, printed 
questionnaire, the answers to which are filled in ky the 
auditor.) 

(c) The trial balance and work-sheet. 

(d) Journal entries with complete explanations. 

(e) The bank reconciliations, each of which should be 
supported by the letter of verification from the depository. 
When there are several banks the first sheet of this section 
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should list each bank and its balance and the total should 
be in agreement with the balance sheet figure. 

(f) The petty cash count and reconciliation. Where 
several funds exist a summary sheet should be prepared. 

(g) Aschedule of notes receivable, per books, and giving 
effect to the necessary adjustments. The final figure should 
be in agreement with the balance sheet. 

(h) Where the accounts receivable are numerous or 
consist of minor items a detailed listing, if prepared, should 
be presented in a separate folder. When detailed verification 
is made this folder may contain the replies and the tabula- 
tion of their correctness, also indicating in summary form 
the percentage of verification in dollar value and number 
of accounts. In any event, however, the main working 
paper folder should contain a summary aging of the re- 
ceivables, the basis for the reserve for bad debts, discounts 
or allowances and other pertinent data. 

(1) The inventory section may include a carbon copy of 
the client’s inventory sheets but should comprise at least: 
a summary of the inventory by main types of goods and 
location; an aging if pertinent; sheets setting forth, for 
those items tested, the inventory price, purchase invoice 
price and subsequent selling price of the major inventory 
items or classes of items. The client’s inventory certificate 
should be fastened in this section of the papers. 

(j) The details of fixed sheets are sometimes found in a 
separate folder (a part of the permanent file). The papers 
should contain a summary of the major classes by year of 
acquisition, setting forth the depreciation rate and accum- 
ulation to the audit date. The additions during the period 
under review should be vouched and are usually listed in 
the papers. 

(k) Details of other assets and deferred charges, and a 
complete insurance schedule comprise the data relative to 
the balance of the asset accounts. 

(l) The notes payable should be listed and detailed. The 
verifications are usually attached in support of the amounts 
set forth. 

(m) The accounts payable may be listed or, if numerous, 
occupy a separate folder together with the verifications 
thereof. 
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(n) The other liabilities should be detailed. The lia- 
bility certificate from the client is inserted at this point. 

(o) The excerpts of the capital stock and minute books 
and details of the corporate or partnership agreements, 
leases and contracts follow next in order. 

(p) An analysis of the various surplus accounts should 
be submitted. 

(q) The details supporting the grouping of the profit 
and loss accounts and such pertinent facts as sales and 
purchases by months, unit sales and purchases, breakdown 
of the “taxes” account, listing or summary of the payroll, 
etc., comprise the last section of the working papers. 


Review of Working Papers 

The need of a thorough review of the foregoing working 
papers by a properly qualified supervisor or partner cannot 
be too strongly emphasized. This review should be con- 
ducted with four questions in mind. Were the audit and 
verification sufficiently comprehensive? Are the assets 
conservatively valued? Are all liabilities provided for? 
Does the report correctly set forth the results of this exam- 
ination in an intelligent manner and is the certificate prop- 
erly qualified? 

The suggested procedure in reviewing the report and 
working papers may be summarized as follows: 

Read the report and statements, making notes of the 
items which appear to require further investigation. If the 
audit has been done previously, read the prior report and 
see that pertinent qualifications and essential data are re- 
peated. 

Then reviewing the working papers, read the audit pro- 
cedure with an eye to its adequacy. Make notes of items 
not sufficiently verified or investigated. Scan the trial 
balance for order of items, unusual accounts, etc. Read 
the journal entries to obtain an idea of the adjustments 
required and the method used. 

With the balance sheet in mind, study each working 
paper analysis. There is no way a reviewer can be fore- 
warned of what he may find or just how to find it. The 
results to be obtained (and they are worthwhile and im- 
portant) depend solely upon the imagination and theoretical 
knowledge of the reviewer who must be aggressive and 
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possess a thorough theoretical knowledge of auditing, ac- 
counting and allied subjects. With the foregoing in mind, 
the following illustrate a few of the things the reviewer 
should look for in the working papers. 

When reviewing the bank reconciliations see that the 
outstar “ing deposits are not excessive, consist only of the 
preceding day’s receipts and were checked to the following 
month’s bank statement. If the deposit consists of cheques 
drawn on another of the client’s banks, note that the amount 
is deducted in the respective reconciliation. The bank 
balance should be checked to the letter of verification; see 
that any liabilities disclosed by the said letters are given 
effect to in the report. Review the details of the petty cash 
count and ascertain that vouchers and IOU’s have been 
charged to expense or receivable accounts and not included 
as cash on the balance sheet. 

Note that there is sufficient reserve against the receiv- 
ables. If a detailed listing has been prepared, the accounts 
should be scanned and the reviewer should be satisfied as 
to the credit standing of the customers owing large balances 
even though current. 

See that sufficient tests have been made of the inventory. 
Apply the gross profit or unit tests to confirm the con- 
servativeness of the total value used. 

Scrutinize the fixed asset accounts. See that additions 
are proper and that the depreciation rates are adequate. 

Ascertain that the insurance coverage is sufficient. 

Carefully re-read the excerpts of leases, contracts, in- 
dentures, minutes, etc. for their effect on the balance sheet. 
Most staff-men do not go into sufficient detail in their per- 
usal of these items and thereby overlook the balance sheet 
effect thereof. 

As the working papers are perused the reviewer should 
write his comments and questions on a sheet allowing a 
three-inch margin to the left, wherein are to be written the 
answers of the senior accountant. The questions and 
answers should then be discussed with the senior in such 
a way as will bring out just what was done and why it was 
done. Thus, while the senior is made appreciative of the 
theoretical or technical aspect of the subject, the supervisor 
satisfies himself as to the scope of the audit. As a result 
of the discussion the senior ties up the loose ends of the 
audit procedure and revises the report for typing. 
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Office Procedure 

The procedure outlined below is presented in summary 
form as this phase varies in every accountant’s office. If 
it covers an initial audit, the report should indicate on its 
first page or on an attached sheet how many copies are 
to be typed, who is to receive the copies and the date they 
must be delivered. This data is recorded by the chief 
typist for reference when subsequent reports are prepared 
for the respective client. 

In a large office a bookrecord should be kept of the date 
the report is received, when it is typed, and the date it is 
delivered. In smaller accounting offices the delivery record, 
to be discussed subsequently, provides sufficient data. 

After the report is typed the checkers should foot and 
compare the sheets, tie in the related figures and re-read 
the text for possible grammatical errors. Corrections 
should be noted on the office copy which is to be initialed by 
the checker in a space provided for that purpose. 

The corrections are made by the typist and submitted 
to the checker for approval. The report is then ready for 
the partner’s signature, after which it is bound. 

From the delivery record are prepared the envelopes and 
a receipt typed in duplicate. The original, signed by the 
client’s employee who receives the report from the account- 
ant’s office boy, is filed alphabetically by clients, to be re- 
ferred to in cases of disputes arising from reports going 
astray. The duplicate copy is filed in the typing department 
as the delivery record of what has been submitted. 

In conclusion, let it be reiterated that the proper super- 
vision of the report after it is turned in to the office by the 
senior is equally as important (if not of greater importance) 
as the supervision accorded the audit itself. Thorough 
office supervision has, in the past, not been sufficiently em- 
phasized but should now be accorded its proper place in 
the front line of the accountant’s defence against oversight 
and error. 
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THE EXCHANGE EQUALIZATION ACCOUNT 


The objects and advantages of the Exchange Equaliza- 
tion Account can most clearly be appreciated by contrast 
with the monetary systems existing before it was created. 
When this country was on the gold standard from 1925/31, 
we enjoyed the advantages of exchange stability with other 
gold standard countries, which at that time included most 
of the important European countries as well as the United 
States. But the sterling parity having been fixed too high, 
the cost of this exchange stability was the need for a 
restrictive credit policy, which was intended to lower ex- 
port costs and so help to conserve our gold reserves, but 
in practice merely served to intensify unemployment. 
When the gold standard was abandoned, on the other hand, 
the depreciation of sterling helped to bring about a strong 
recovery in the export trades and those working for the 
home market (in the latter with the additional assistance 
of protection). These advantages, however, were offset 
by the uncertainties due to violent day-to-day fluctuations 
in rates of exchange; for without the sheet-anchor of the 
gold standard sterling was now largely at the mercy of 
speculation or sudden movements of foreign capital into or 
out of the country. 


The Exchange Account was established in the Finance 
Act of 1932 as an attempt to obtain the best of both worlds 
—to recapture some of the stability of the gold standard 
while retaining some of the flexibility of a free currency. 
On the whole it has succeeded admirably. An influx of 
funds to this country is no longer allowed, as under the 
free exchange system, to cause a sharp upward movement 
in sterling, thus upsetting business calculations and ham- 
pering export trade. Nor is the accompanying influx of 
gold allowed, as under the gold standard, to cause an ex- 
pansion of internal credit which would have to be reversed 
whenever the foreign owners of capital chose to withdraw 
their funds again. 


What is the Exchange Account, and how does it achieve 
these results? The Account is a department of the Treasury 
whose exchange business is conducted from the Bank of 
England, where the managers of the Exchange Fund have 
an office similar to that of any other exchange dealer in 
the City, with direct telephone lines to the principal banks 
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and brokers. Its primary function has frequently been de- 
fined in Parliament as the ironing out of minor fluctuations 
in exchanges without interfering with major movements. 
Let us see how the Account operates to offset a buying 
pressure on sterling due to, say, a flight from the franc. 
The Account’s purchase of francs and its sale of sterling 
is, of course, one and the same transaction, but it means 
that the Account must operate in two markets—the ex- 
change market and the money market—and these two as- 
pects of its activities can best be considered separately. 
The effect of its interventions in the exchange market is, 
of course, quite simple. The Account prevents movements 
in the exchanges by coming in as a buyer of francs which 
would only have been absorbed by the ordinary commercial 
channels if there had been a fall in the franc (a rise in 
sterling). In this way temporary fluctuations in exchanges 
are prevented. It should be added that the Account invari- 
ably exchanges for gold any dollars or francs which it 
acquires by selling them to the monetary authorities of the 
country concerned. 

It is the money market aspect of the Account’s activities 
which is more puzzling to the layman. The principle in- 
volved becomes quite simple, however, if it is realized that 
in order to prevent the pound from appreciating the Fund 
must bring into existence (and sell in the exchange market) 
additional quantities of sterling which would not otherwise 
be available. How is this done? Now, to enable it to 
pay for its purchases of foreign currencies or gold, the 
Account was given power when it was established in 1932 
to raise money against Treasury bills to a maximum of 
£150 million. In 1933 the limit was raised to £350 million 
and in June, 1937, to £550 million. Generally speaking, 
the Exchange Account pays for its purchases of foreign 
currencies by selling some of these Treasury bills to the 
banks (or to the discount market, an operation which has 
much the same effect.) The banks in turn pay for these bills 
by crediting the Exchange Account, which in turn trans- 
fers this money to the sellers of gold or foreign currencies, 
so that there is a simultaneous increase in the banks’ hold- 
ing of bills and in bank deposits. It is these additional 
deposits created by its sales of Treasury bills which the 
Exchange Account uses to satisfy the demand for sterling. 


There are, of course, various refinements on the manner 
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in which the Exchange Account can finance its operations 
and considerable technical complications in the processes 
through which they are carried out. In addition, the Ac- 
count may operate in the gold market instead of the foreign 
exchange market; and it does not work entirely independ- 
ently but in conjunction with the monetary authorities of 
other countries, in particular those included, like France 
and the United States, in the Tripartite Agreement. In 
general outline, however, the above is a broadly correct 
statement of how the Fund works. 

For several years after the Exchange Account was es- 
tablished, foreign money was steadily flowing into this 
country, so that the Account was continually called upon 
to take up large quantities of incoming gold, and conse- 
quently to part with the Treasury bills with which it had 
been provided. This was the reason for the successive 
increases in its borrowing powers in 1933 and 1937. An- 
other method by which the Exchange Account can replenish 
its sterling resources is to transfer gold to the Bank of 
England, although the Bank of England can only pay for 
this at its old statutory price of 85s. per ounce, as com- 
pared with the current price of about 148s. per ounce. 
Throughout 1936 the Fund was, however, tranferring large 
amounts of gold to the Bank of England, of which £65 
million (equivalent to £113 million worth at the current 
market prices) was transferred in one operation in De- 
cember of that year. 

Complete secrecy was preserved as to the Fund’s posi- 
tion until the middle of 1937, when the Chancellor of the 
Exchequer made the first disclosure of our monetary hold- 
ings, a statement which will henceforth be repeated at six 
months’ intervals. The three sets of figures which have 
so far appeared are as follows :— 

British Monetary Goup Stocks (valued at 140s. per ounce) 


£ millions 
1937 1937 1938 
March 31 Sept. 30 March 31 


In Bank of England... 516.9 537.9 537.9 
In Exchange Account.. 186.7 279.0 297.8 


703.6 816.9 835.7 


It will be seen that from March, 1937, to March, 1938, this 
country acquired £132.1 million of gold, chiefly during the 
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gold scare in the spring of 1937. Since March last there 
has, of course, been a radical change in the position. In 
May a large quantity of French capital returned to France, 
and in recent months large amounts of Continental money 
have been transferred out of sterling into dollars owing to 
the great political uncertainties. Altogether, it is believed 
that the statement of our gold holdings as on September 30, 
which is now due to be made, will show a reduction of £165 
million in the holding of the Exchange Account, which by 
the end of November had probably lost a further £50 million. 
This depletion of the Account’s gold stock led to the expec- 
tation that an opportunity would be taken to transfer from 
the Bank of England to the Account the whole or a large 
part of the £65 million of gold purchased from the Account 
in December, 1936. It was, therefore, a cause of surprise 
and regret that when an increase of £30 million in the 
fiduciary issue was announced during December, it was 
specifically stated that the increase was a purely temporary 
one to allow for an expansion in the note circulation to meet 
the Christmas holiday demand. Here was a golden oppor- 
tunity to increase the Account’s holding of gold by a more 
or less lasting expansion of the fiduciary issue, but the op- 
portunity was missed.—Reprinted from ‘‘Accountancy’’ of 
January 1939. 





The passing on 28th February last of the Currency and 
Bank Notes Act has provided for a revaluation of the Bank’s 
gold. See the editorial column of THE CANADIAN CHARTERED 
AccounTANT this month—The Editor. 
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CANADA’S WHEAT PROBLEM 


ONE of the most important problems confronting Cana- 
dians today is the wheat problem. While importing 
nations are buying less wheat than formerly, exporting 
nations are producing as much or more than ever, world 
production this year was greater than ever before, and 
the three prairie provinces in Canada are still producing, 
as they have for nearly twenty years, three times the needs 
of all Canada. 


The tremendous volume of wheat available during the 
past year brought a sharp decline in its price and western 
farmers were faced with returns some thirty million dollars 
lower than for the 1937 crop. With this prospect in view 
the Canadian government guaranteed a price of 80 cents 
per bushel for the second highest grade of wheat (No. 1 
Northern) at the Fort William elevators, and it is now 
apparent that the government will lose over fifty million 
dollars by reason of deliveries of wheat they have taken 
at this price. Nevertheless, the production of wheat is 
so wrapped up with Canada’s economy that it was felt 
that the risk of a substantial loss was justified. For years 
the western provinces have produced millions of dollars 
worth of new wealth by means of wheat, which has bene- 
fitted all Canada. The purchasing power of the western 
farmer has meant much to eastern industries and to com- 
panies providing transportation facilities for the carriage 
of their products. 


Prices for wheat seem likely to continue low in the near 
future, owing to the presence of a large world surplus. 
Whether production next year is large or not, the combina- 
tion of a lowered demand and a surplus carry-over is 
likely to bring low prices again. 

This was the background, so far as it affected wheat 
production, when a conference was arranged by the Mani- 
toba government and met in Winnipeg in December to 
discuss the markets for western farm products. 


It was inevitable that the question of a transfer or 
diversion of lands to other purposes should be discussed 
as a partial solution. This would seem to be a logical 
remedy for over-production, but it is not as good a remedy 
as it would at first appear to be. 
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There are three suggestions which appear at the outset. 
The first is that a shift be made from the growing of wheat 
to other products, the second that the wheat be used other 
than for human consumption, and the third is that lands 
be utilized for ranching. 


Not all wheat acreage is adapted to use for coarse 
grains and hay crops which are the suggested alternatives, 
and the market is limited by the fact that most of it is 
fed to livestock. The extent to which a shift will take 
place will depend upon the relative price levels of coarse 
grains on the one hand and wheat on the other, and these 
relative levels will be influenced by livestock prices. 


This really comes down to feeding wheat or its equiva- 
lent to livestock. If a farmer decides to raise hogs he 
might feed them wheat or coarse grains and make better 
use of his land. It is estimated that one acre of wheat 
will provide the feed for one 200-pound hog, and it is 
pointed out that in recent years the Canadian bacon quota 
in the British market has been filled to the extent of only 
40% to 50% from present hog production. It has been calcu- 
lated therefore that the product of one and a half million 
acres of wheat in the form of hogs could be marketed with- 
out exceeding our bacon quota in the British market. One 
could not be certain, of course, whether if such an increase 
were actually undertaken the whole of it would be of a qual- 
ity suitable for export. If it were not suitable it would have 
a serious depressing effect on prices, were it thrown back 
on the domestic market. Then too, if the shift to hog 
raising should become greatly pronounced, it might have 
disastrous consequences by way of reduced prices to hog 
raisers throughout Canada. 


A big step has already been taken in the direction of 
the third suggestion, a switching of lands over to ranching, 
by operations of the Dominion government under The Prairie 
Farm Rehabilitation Act. This involves the use of poorer 
lands for grazing purposes and the establishment of com- 
munity pasture areas for the use of neighbouring farms. 
These activities may result in the withdrawal of one or 
two million acres of land from cultivation within the next 
few years. 

There would undoubtedly be considerable resistance on 
the part of farmers to any shift from wheat, for they have 
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learned it is usually the most profitable for them to produce 
and there would be the risk of certain other consequences 
too. An increase in the production of livestock and their 
products would inevitably depress prices to Ontario, Quebec 
and Nova Scotia producers. A return to ranching on any 
large scale would also result in a reduction in the present 
population. This might mean abandonment of railways, 
elevators, schools, towns and villages and farm homes with- 
in the areas affected. There would then be the problem 
of settling the surplus population in homes and occupations 
elsewhere. 

There is some hope that new industrial uses may be 
found for wheat and new processes developed for extracting 
the useful elements. As a source of alcohol, we may 
visualize a time when alcohol from wheat displaces gasoline 
as a motor fuel, due to cheaper methods of distilling it 
than we have now. 

Those best qualified to judge seem to believe that the 
emphasis should not be placed on a restriction in the present 
wheat acreage, but in a persistent drive to sell more wheat. 
It is felt that aggressive sales and advertising campaigns 
should be carried on abroad to create a demand for high 
quality Canadian wheat. 


G. R. G. Baker. 
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PREPARE TOMORROW’S STATEMENTS TODAY* 
By Paul Kellogg, Montreal 


| ange recent years the time element in the prepara- 

tion of financial statements has become increasingly 
important. It was not so long ago that the sole function 
of the accountant, and particularly the cost accountant, was 
to submit a statement of cost which could be shown to 
the management as an indication of the profits or losses 
during a particular completed operating period. 

As the tempo of business increased, however, and as 
modern conditions of inexorable competition began to affect 
an ever increasing number of companies, a statement of 
profits and losses for a completed period came to be re- 
garded as more than a source of information; it developed 
into a means for controlling business. If there were no 
profits, or if they were unsatisfactory, it became the prac- 
tice to call in the production manager and to explain in 
no uncertain terms that conditions must improve. The 
production manager thereupon went back and at least forc- 
ibly, if not too intelligently, passed on this same ultimatum 
to his superintendents and foremen in the hope that costs 
would be reduced during the subsequent production period. 

In recent years, however, this technique of responsi- 
bility which heretofore had been very much on a ‘hit or 
miss’ basis became endowed with intelligence. Now the 
manager says to the production man: “The use of raw 
material last week in the finishing department was 8 per 
cent. or $112.00 in excess of standard, what was the reason?” 

An analysis of this changing trend indicates that the 
emphasis in cost accounting has shifted from the historical 
to the present and even to the future. In fact, cost ac- 
counting as applied today is primarily a method of manage- 
ment control and secondarily one of records. 

The man largely responsible for bringing about this 
shift in emphasis and for developing these new control 
techniques is the management engineer. Perhaps you have 
not as yet met him in your accounting experience, but it 
is certain that as you advance in your profession and be- 





*An address given 15th March at a general meeting in Montreal 
of the Chartered Accountant Students’ Society of the Province of 
Quebec. 
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come chartered accountants you are going to meet him, for 
his work and your work dovetail and are supplementary 
to each other. 
The Management Engineer 

I wish, therefore, to tell you something of the functions 
and practices of the management engineer. I have a dual 
purpose in doing this. First, I want to tell you what a 
management engineer does because I feel you will be able 
to use him to supplement your own accounting practice, 
and second because I wish to dispel any uncertainty which 
may exist in your own mind regarding the ambitions of the 
professional management engineer in so far as these may 
affect or usurp part of the field which you consider as solely 
that of the cost accountant. 

What then does a management engineer do? In a general 
way his field of effort can be defined by considering his title. 

He is concerned with management problems, that is, 
with the putting together of processes and functions in 
the best possible way so that maximum profits will result. 
As an engineer he brings to this task of management the 
same type of thinking that is used by a mechanical engineer, 
a civil engineer, an electrical engineer, a sanitary engineer, 
a mining engineer or any one of the other many kinds of 
specialized engineers. An engineer in the broad sense is 
one who applies to practical problems of production and 
distribution a certain type of analysis usually referred to 
as “the scientific method.” He may know a great many 
technical facts about steel beams, or chemical reactions, or 
sewer construction, or turbines, or management. A knowl- 
edge of these facts is useful, but after all, most of this 
information can be found in text books. What makes an 
engineer does not depend so much on the technical knowl- 
edge he may have gained as on the application of that 
knowledge. Putting it another way, the research worker 
applies the scientific method to the advancement of our 
knowledge of pure science, while the engineer applies the 
scientific method to the solution of practical problems. 
Management engineers are, therefore, almost without ex- 
ception graduates of engineering schools. Most of them 
started out in business life as specialized engineers in one 
of these many branches, although in recent years there 
have been engineering courses in management without par- 
ticular reference to specialized technical instruction in one 
of the older branches of engineering. 
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So much for theory and general definition. What does 
the management engineer do in particular and how does 
his work tie in with that of the accountant? First of all 
he is interested in technical production and is concerned 
with finding the best method of doing each operation in- 
volved in the production of an article of commerce. Studies 
made to determine the best and most economical methods 
of manufacture often involve possibilities of new plant lay- 
outs, new construction or discontinuance of certain opera- 
tions. Such subjects imply close co-operation with the 
accountant. However, I wish to emphasize the part of 
his work which has to do with dollars and cents and is 
directly tied up with the books of the company and, there- 
fore, borders on the field of the accountant. 


The Accountant 


Let me now further restrict the portion of the account- 
ing field in which he operates, by stating that he has 
nothing whatever to do with the statutory or legal phases 
of accounting. He pretends to know nothing about the 
legal requirements determining taxable income or any of 
the many other matters which an accountant must neces- 
sarily know in order to perform his duties properly. This 
means that he confines his accounting service to cost ac- 
counting, and it is here that he thinks he can offer a distinct 
service which chartered accountants are not expected to 
render unless they have had similar training and experience. 


His particular position and function can probably be 
best explained by first examining the situation in a hypo- 
thetical plant where the management engineer has not 
been at work but which is under control of a competent 
accountant. If you were that accountant, then in addition 
to performing the statutory functions referred to above 
you would probably recommend the installation of a cost 
accounting system in order to determine the exact cost of 
making the product. You would probably construct this 
system in such a way that costs could be found by depart- 
ments and possibly by product. In setting up a system of 
cost accounting for the above described purpose, you could 
do a splendid job without any help from the management 
engineer. 

You could even go beyond this and prepare forecasts 
based upon anticipated sales during a selected future period. 
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You could also present comparative statements of many 
kinds showing how the factory operated this month as 
compared with last month or last year or with the forecast. 
You could, and probably would, spread your fixed charges 
on some basis of standard cost. 

All of the above you could do with complete satisfac- 
tion if you applied properly the knowledge you gained in 
your study and training as a chartered accountant. 


What the Management Engineer Does 

Now let us assume you have done all these things in 
this hypothetical manufacturing plant. The management 
engineer then comes along and says, “it is not enough.” 
He would explain that although this method shows accurate 
historical costs and provides a forecast against which per- 
formance can be measured, it does not offer an adequate 
means for controlling operations. He would say that the 
comparison of this month with last month or with the re- 
sults of any other period does not answer the question: 
“Were these results good?” He would say further that a 
mere forecast is inadequate and that it should be supple- 
mented by flexible budgets providing standards against 
which each department of the business may measure its 
performance at whatever its actual operating rate may be. 

The setting of these standards in manufacturing and 
distribution is not an accountant’s task. It involves a 
knowledge of the manufacturing and distributing processes 
as well as an ability to analyze and reorganize them along 
lines of greatest effectiveness. This is true engineering— 
the construction of a management machine which is best 
fitted to do a particular and specialized job. If the manage- 
ment engineer is skilled, he can do this. He will look be- 
hind and underneath the details into the fundamentals of 
the situation. He knows that no matter how complicated 
a product or process it can be broken down into elements 
which are in themselves simple. Being simple, these ele- 
ments can be evaluated in terms of a standard cost. Then, 
by reversing the procedure, the management engineer puts 
together the standard costs of each element of a product 
or process and arrives at its complete standard cost. Ad- 
mittedly, countless difficulties and complexities arise in ap- 
plying this seemingly simple technique but usually they 
can be overcome. 
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The standards so set are expressed in dollars and cents, 
and the engineer thereupon enters at once into the field 
of the accountant. Here is the common meeting ground. 
He delivers into your hands a complete system of standard 
costs, implemented with actual dollars and cents standards, 
classified according to a plan which will provide the best 
possible manufacturing control. You take this plan and 
incorporate it in your complete accounting scheme. On 
the one hand you prepare prompt reports for him as his 
tools for manufacturing and distribution control, and on 
the other hand you set up the financial results revealed by 
the operation of the plan in the manner required by law, 
and in a form desired by your clients or directors. 

There is here, then, something beyond mere cost ac- 
counting. The conception of standards, which you may 
have applied to the spreading of overheads, is extended to 
all the details of manufacture and distribution. Under such 
a plan comparative reports show not only performance 
against forecast but also performance against budget at 
the actual operating rate. 

The management engineer is likely to upset a great deal 
of the clerical work which may have entered into the prepar- 
ation of reports under the existing cost system. The ac- 
countant is usually interested in showing the cost resulting 
from operations in the different departments in terms of 
that portion of the total cost which has gone into the manu- 
facture of an article up to the time it leaves each depart- 
ment. This involves a distribution of all overhead costs to 
each department. It also implies that the actual cost of 
the article as received by the department, including all 
overhead previously distributed, shall be carried forward 
and used as a base to which is added the additional cost 
applied to that article in the following department. This 
method involves laborious distributions of expense in order 
to ascertain exactly where each cent has gone. 

The management engineer is likely to disturb this. He 
likes to look at factory operations from a different angle. 
He sees each department in the factory as a separate little 
business with the foreman as its proprietor. He likes to tell 
the foreman just how much work should be done and just 
what can be expended to accomplish it. He then likes to 
report to that foreman exactly how his performance meas- 
ured against what he was told he should do. As each opera- 
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tion in the factory involving the expenditure of money 
is under the control of some foreman, a division and ac- 
cumulation of expense is thus made by departments and 
each is measured independently in terms of its adherence 
to its own individual standard. 

The performance report in the form of a cost analysis 
as prepared by the management engineer, therefore, will 
show variations from standard costs by departments proper- 
ly classified according to the reasons for variance. This 
method of accumulating costs involves very little distribu- 
tion, it being possible to compare accumulated totals directly 
against standards. 

Let us see how these principles are applied. 

Some Illustrations 


Assume a manufacturing business in which one of the 
processes calls for a heat treatment of the product in steam- 
heated kilns. Let us now follow the management engineer 
in the work he will do in this department in setting up 
standard costs and flexible budgets. First of all he will 
get well acquainted with the foreman of the department 
and will explain fully to him what is going to be done and 
why. His explanations will be just as detailed as the fore- 
man is capable of understanding. In short, his first job in 
this department is a sales job and he must convince the 
foreman not only that this new system offers no dangers 
to a good man but, on the contrary, affords the foreman, 
possibly for the first time, an opportunity to demonstrate 
clearly just how good he is. 

When the confidence of the foreman is secured the 
manufacturing processes in the department are carefully 
studied, pulled to pieces as much as is necessary and a 
catalogue is made of all the elements of costs which enter 
into the operation of the department. The one we have 
chosen is a simple one. The product is placed in steam- 
heated drying kilns for a stated length of time and given 
a heat treatment at pre-determined temperatures in rela- 
tion to time. The expenses involved are labour, super- 
vision, ordinary routine maintenance of the equipment 
(which may well be expensive), repairs, supplies and steam. 
A history of the costs of these different items in relation 
to the volume being produced is then prepared and for 
each item of expense the previous performance in cost 
related to volume is determined. The usual experience at 


278 











PREPARE TOMORROW’S STATEMENTS TODAY 


this stage is to discover a great lack of consistency in past 
- performance, and it is at this point that the engineer calls 
upon his knowledge and experience to work out with the 
foreman the proper costs at the different volumes of output 
at which the department may expect to run. Each of the 
cost items considered is then classified into one of three 
divisions, either fixed, variable or curved. A fixed cost is 
one which does not vary at all with the volume of the 
department. A variable cost is one which varies directly 
with volume and which would be zero if the department 
were idle. A curved cost is one which is neither fully fixed 
nor fully variable. Having determined this information 
about the department, the engineer is then ready to put 
together his standards and flexible budgets. A standard 
rate of operation is first determined (this will be discussed 
later). The cost of operating the department at this 
standard rate based upon the careful analysis made by the 
engineer with the co-operation of the foreman then becomes 
the standard cost for that department, and this total cost 
divided by the total output becomes a standard unit cost 
for this particular operation. 


The Flexible Budget 


You probably have already anticipated how flexibility 
in budgets is provided. Each variable item in the detailed 
budget at the standard rate is expressed in dollars and cents 
per unit. Each curved cost is expressed in a graph or table 
so that its value at any volume can be readily determined. 
Fixed costs remain the same at any volume. It is very 
simple, therefore, with one setting up of a slide rule to 
determine what the budget should be in the department 
for operations at any selected volume, and within a minute 
or two even in complicated departments the management 
or the foreman can determine the proper cost of operating 
the department at the actual volume. 

Here we see the great advantage from an operating 
control standpoint of a flexible budget of the type described 
above. Many plants that have so-called budgets really have 
little more than a forecast which is a guess as to the volume 
of anticipated business. Against this forecast, so often 
erroneously called a “budget,” the performance of a de- 
partment or an entire plant is measured and the difference 
set out; but these mean very little. For instance, our friend 
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in charge of this heating process may have a forecast of 
5,000 units as his production for one month, the cost of 
which in his department is to be kept within $10,000. 
The sales department, however, cannot sell 5,000 units and 
he receives production orders for only 4,500 units. He 
produces these 4,500 units at a cost of $9,200. Very often 
the comparison between the so-called budget and actual 
expenditure will now show merely that this department 
was 500 units under budget in volume and $800 under budget 
in expenditures. I submit that no manufacturing director 
with such information can give immediate judgment as 
to whether the foreman has done a good job or a bad job 
in making 4,500 units for $9,200. 

Furthermore, experience shows that the director will 
not take the time or has not the ability to pick this financial 
statement apart and find out just how good the foreman 
has been. The result of all the effort expended in prepar- 
ing this type of comparison is usually nil. Budgets must 
be immediately available; they must provide for the de- 
termination of the proper manufacturing cost in each de- 
partment for the actual volume made; and the determina- 
tion of this correct amount should be a matter of only a 
few minutes calculation. With such a flexible budget avail- 
able, the report on the operations of this department would 
appear as follows: 


Standard volume—5,000 units 


rere rere $10,000 
Standard cost per unit ............ 2.00 
Actual volume—4,500 
Budget at actual volume .......... $ 9,100 
Standard value of product 

at actual volume ............ 9,000 
Actual expenditure ............... 9,200 
Variation due to volume ........... 100 
Controllable variance .............. 100 


The above discussion concerns manufacture and the 
brief outline of the principles under which all manufac- 
turing should be undertaken, that is, of pre-measured or 
pre-determined standards against which actual performance 
is recorded. 

Standard Costs and Estimates 

The full beauty and utility of standard costs and flexible 

budgets are not revealed solely in better control of manu- 
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facturing and distribution. We must include cost estima- 
tion in the picture. Here is comfort to the sales department 
as well as to the general manager. Those among you who 
are already using standard costs in the spreading of your 
indirect expenses know the value of this levelling out process 
in estimating costs for the purpose of establishing competi- 
tive selling prices. The extension of this standard cost 
system to all other costs enhances its value many fold. 

Estimating is more or less complicated depending upon 
the product being manufactured, particularly with respect 
to its varieties or standardization. The most difficult estim- 
ating procedure is found in job shops regardless of the 
industry in which these shops are found. In such shops, 
a repeat order is of rare occurrence, yet the manufacturer 
must have his costs in such shape that estimates can be 
made with confidence both in their adequacy and in their 
competitive effectiveness. This can be done only by break- 
ing down the operations of the job shop into elementary 
processes and establishing standards for each of these ele- 
ments. If this job is done thoroughly and competently, 
there is no proposed work received by the estimating de- 
partment which cannot also be broken down into elements, 
a standard cost for each of which is available, and thus the 
total cost of this proposed work estimated. The great ad- 
vantage of this method of estimating is seen when the 
company is successful in securing the business. For im- 
mediately upon receipt of a job, the standards used for 
estimating become the identical standards used for manu- 
facturing and the sum of each of the elemental standards 
applicable to each department of the plant becomes at once 
a part of the budget under which the department is oper- 
ating as explained above. Such a system has, from ex- 
perience, saved many job shops which had been torn between 
the fears that their estimates were too low to make manu- 
facturing profitable and too high to get business. 


Determining Standard Volumes 
We probably should have some discussion of the basis 
upon which standard volumes are determined. There is 
nothing in this which differs from the procedure which is 
followed in setting up your own standards for the distribu- 
tion of indirect expenses. 
It will be necessary to decide what volume of business 
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the company would expect to do over a cyclical period the 
length of which will vary in different industries and per- 
haps in different operations. It is well to be conservative 
in selecting this volume and it is a help if standard costs 
can be introduced during times of good business, for the 
obvious reason that during these times there is over-ab- 
sorbed burden which provides surpluses. These are ac- 
cumulated and can be used to counteract debit variances 
during slack times. 

One more thing should be noted in considering a com- 
plete standard cost system as against standard costs for 
indirect expense only. I have assumed that there is a 
difference between these two things, whereas in reality a 
complete standard cost system differs not at all from 
standard costs for indirect expenses except in the inclusion 
of all indirect expense rather than only a certain part of 
it. Rather than simply spreading on the basis of standard 
costs such items as taxes, depreciation, and other easily 
recognizable fixed costs, the fixed costs throughout the en- 
tire plant are spread on the same basis. You will recall 
that this was done in the analysis of our heat treating 
department. It is very obvious in the matter of fixed ex- 
pense items in the department, and it is present, although 
not quite so obvious, in the distribution of curved costs; 
for each curved cost includes a variable portion and a fixed 
portion even though the relative proportions of these two 
may be different at different volumes. What is actually 
done is to spread the fixed portion of these curved expenses 
on the basis of standard costs and apply the rest as a 
variable cost. Thus, there is nothing new about the ex- 
tension of the standard cost system through all parts of 
the plant except in the method which it uses to ferret out 
all fixed elements in each of the items of cost which go to 
make up the whole. 

I have outlined a system whereby estimates on new 
business, manufacturing, and cost accounting are all based 
upon the same set of standards. Such a method of control 
should enable a company to come as near to preparing to- 
morrow’s statements today as probably will ever be pos- 
sible in business. Let us review and summarize briefly 
the features of standard costs and flexible budgets which 
make this possible. 

With flexible budgets a tool is available by which one 
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can compute within ten or fifteen minutes the proper cost 
of operating the factory or the distribution system at what- 
ever volume is being produced or sold. There are available 
all of the fixed elements of cost which enter into tomor- 
row’s statements in advance leaving open only the variable 
and curved items which can be determined, as has been 
mentioned, within a very few minutes after actual volume 
is known. The variance from standard can be set out in 
any combination desired and because there is a minimum 
of distribution of costs, valuable time is saved. Totals 
from cost accounts can usually be entered directly for com- 
parative purposes. Thus the mechanics of preparing to- 
morrow’s statement are greatly simplified and have probably 
reached the irreducible minimum. 

It is obvious that it will never be completely possible 
to prepare tomorow’s actual statement today even if the 
exact volume of production were to be known because the 
assumption must be made that the manufacturing and dis- 
tribution systems will work effectively and according to 
desired standards. It stands to reason, therefore, that any 
plan which provides a method of control under which per- 
formance has the best chance of equalling or bettering 
forecast will increase the accuracy in preparing tomorrow’s 
statement. 

I hope I have been able to convince you in this brief 
talk that the control feature of this plan of standard costs 
and flexible budgets presents both a simple and most ef- 
fective means of keeping production and distribution costs 
in line with standards and budgets. Here each foreman 
and superintendent has available such an itemized bill of 
material, labour and expense showing what he should spend 
under the manufacturing conditions he is experiencing that 
he has little excuse for varying from these standards. From 
experience it has been found that after a company has set- 
tled down into the use of these flexible budgets, the ratio 
of performance to standard does not vary except within 
narrow limits from one month to the next. 

Thus with all its fixed expenses set and its distribution 
pre-determined, and with the best possible control of all 
other costs in relation to the actual volume, a company’s 
statement for tomorrow prepared today will prove to be 
a remarkably accurate forecast. 
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GENERAL NOTES 


Matters of Interest to Members—Meeting of 
Executive Committee of Dominion Association 


The mid-year meeting of the Executive Committee of 
the Dominion Association of Chartered Accountants was 
held in Toronto on 16th and 17th February with the follow- 
ing members in attendance: William E. Hodge, Moose Jaw, 
President; Arthur E. Cox, Saint John; Frederick Johnson, 
Winnipeg; Colonel A. E. Nash, Toronto; Henry G. Norman, 
Montreal; and Austin H. Carr, Secretary-Treasurer. Due 
to illness, Frank A. Nightingale of Halifax was unable to 
be present. Following are some of the matters considered 
at the meeting: 

Uniform Examinations and a Standardized Syllabus of 
Education—In accordance with the recommendation of the 
last annual meeting, the Executive Committee, acting on 
the advice of the Provincial Institutes, appointed a com- 
mittee to consider the matter of uniform examinations and 
a standardized syllabus of education for the Provincial In- 
stitutes. This committee met in Winnipeg in November 
last under the chairmanship of Kris A. Mapp, F.C.A., and 
after much thought and discussion it made certain recom- 
mendations to the Institutes, the main ones being as fol- 
lows: 

(a) Examinations—The examinations are to be under the con- 
trol of a board of Examiners-in-Chief representative of the Insti- 
tutes, and the examinations prepared under their direction would 
be the examinations of each provincial examining body. It was 
agreed that the facilities of the Dominion Association would be the 
logical means by which the arrangements respecting the examina- 
tions could be carried out with expedition and with a minimum 
of expense. 

In keeping with the resolution of the last annual meeting, it 
was recommended that the subjects for uniform examinations be 
restricted to the two subjects of Accounting and Auditing, with 
four papers in the former and two in the latter in the case of the 
Final examination, and two papers in each of Accounting and 
Auditing in the case of the Intermediate examination, the time to 
be allotted to each paper not to exceed four hours. 

(b) Academic Subjects—At present a considerable lack of uni- 
formity exists among the Institutes in respect of such subjects as 
mathematics, law and economics or political economy. In some 
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Institutes these are included in the syllabus for the Intermediate 
examination, while in others, they are subjects of the Final exam- 
ination. It was proposed that the requirements in regard to these 
subjects be, for the present, a matter for the determination of each 
Provincial Institute. 

(c) Examiners-in-Chief—It was recommended that in antici- 
pation of uniform examinations being adopted in 1939 this Board 
at present consist of four members—one to be appointed from 
each of the Institutes of Manitoba, Ontario and Quebec, and one 
by the Dominion Association, the SecretaryTreasurer of the As- 
sociation to act as the Secretary to the Board; and the main duties 
of the Board were outlined. It was further recommended that in 
subsequent years the membership of the Board rotate to provide 
for representation of other Institutes thereon at regular intervals 
A wide representation of the Institutes in the conducting of the 
examinations would result through the appointment by the Board 
of individual examiners recommended by the Institutes. 


(d) Dates of Examinations—In view of the pressure of work 
in accountants’ offices during the first months of the calendar year, 
it was considered advisable that the examinations be held in late 
November or early December. 


(e) Examinations and Pass Marks—In view of the geograph- 
ical differences and the diversity of industries throughout the Do- 
minion, it was recommended that the Board of Examiners-in-Chief 
give consideration to the advisability of providing optional ques- 
tions in an examination paper. 

It was recommended that a candidate be required to make an 
average of 60% in each subject, i.e., a total of 240 marks in the 
subject of Accounting, and a total of 120 marks in the subject of 
Auditing in the case of the Final examination, and 120 marks in 
each of the two subjects of the Intermediate examination, together 
with a pass mark of 50% in each paper. It was also recommended 
that provision be made for a supplemental examination in the Final 
examination, and that the Examiners-in-Chief enquire into the 
advisability of providing a supplemental examination for Inter- 
mediate candidates. 

(f) Syllabus of Education—A syllabus of education prepara- 
tory to both the Intermediate examination and the Final examina- 
tion was drawn up by the Winnipeg conference and, having been 
later approved by the Institutes, was published in the March issue 
of THE CANADIAN CHARTERED ACCOUNTANT. 

(g) Courses of Instruction—Consideration was also given by 
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the Winnipeg Conference to uniform courses of instruction for 
all the Provincial Institutes, and a sub-committee, consisting of 
Messrs. Johnson of Winnipeg and Jephcott of Toronto was ap- 
pointed to examine the content of the courses of instruction now 
being used by the Manitoba and Ontario Institutes with a view to 
a co-ordination of the lesson material and to report to the annual 
meeting of 1939. 

The recommendations of the Conference were endorsed by the 
Institutes, and the Saskatchewan and Ontario Institutes offered 
some suggestions regarding supplemental examinations. A report 
on the progress of the whole matter of examinations and education 
up to this point was made by the Committee to the Executive Com- 
mittee of the Dominion Association at its mid-year meeting on 
16th February last. The Executive Committee unanimously adopt- 
ed the report and appointed a Board of Examiners-in-Chief to 
formulate plans for putting into operation the general recommen- 
dations regarding the holding of examinations in 1939. 

(h) Examinations of 1939—The Board of Examiners-in-Chief 
consisting of Kris A. Mapp, Chairman, Frederick Johnson, Win- 
nipeg, Alex. Ballantyne, Montreal, and Gerald Jephcott, Toronto, 
met on 18th February at Toronto and formulated the plans for 
the introduction of uniform examinations this year, and these 
plans have been duly communicated to the Provincial Institutes. 
The first full week in December is the period set for writing ex- 
aminations, the Final papers to be written in the morning and the 
Intermediate in the afternoon. Four hours will be the writing 
time to be allotted to each paper in the Intermediate and Final 
examinations, the morning sessions being from 9 to 1 o'clock, and 
the afternoon sessions to be from 2 to 6 o'clock. The individual 
Institutes will be responsible for making arrangements for examin- 
ation halls, printing of time tables and presiding officers. 

The four papers of the Accounting section of the Final exam- 
ination will be described as follows, there being an understanding 
nevertheless that problems of a general nature may appear in any 
paper: 

Paper I—Accounting, including business investigations 

Paper II—Accounting, including costs, budgetary control 
and systematizing 

Paper II1]—Accounting, including consolidations, executor- 
ships and‘ trusteeships 

Paper IV—Accounting—General 

(i) Supplemental Examinations—No supplemental examina- 
tions will be offered to candidates in the Intermediate examination. 
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The following are the regulations respecting supplemental examin- 

ations for candidates in the Final examination: 

(a) If a candidate fails to pass in the subject of Accounting 
but obtains a total of at least 180 marks in three Accounting 
papers (with a minimum of fifty marks in each of.the three 
papers), he will be granted a supplemental examination pro- 
vided that he has passed in the subject of Auditing. The sup- 
plemental examination in Accounting shall consist in re-writing 
the two papers in which the candidate obtained the lowest 
marks. 

(b) If a candidate fails to pass in the subject of Auditing 
but obtains at least 60 marks in one Auditing paper, he will 
be granted a supplemental examination in Auditing provided 
that he has passed in the subject of Accounting. The supple- 
mental examination in Auditing shall consist in re-writing the 
two papers in that subject. 

Accounting Research—The last annual meeting decided 
to co-operate with Queen’s University in a programme of 
research into accounting procedure and principles and auth- 
orized the Executive Committee to enter into negotiations 
with the University. A standing committee on research 
was appointed consisting of President Hodge, D. M. Mc- 
Clelland (Chairman), K. W. Dalglish, Colonel A. E. Nash 
and A. B. Shepard. A meeting of the committee with re- 
presentatives of the University was held on 17th February 
to discuss the research studies now in progress. It is ex- 
pected that in due course the results of particular studies 
will be published in THz CANADIAN CHARTERED ACCOUNTANT. 

Legislation—The Legislation Committee, consisting of 
H. G. Norman, Chairman, K. W. Dalglish, Colonel A. E. 
Nash and A. B. Shepard, presented for the approval of the 
Executive Committee certain suggested changes in the pro- 
visions of the Income War Tax Act and in the administration 
of its provisions. 

Copies of the Draft Companies Act had been received 
from the office of the Secretary of State so that the Asso- 
ciation might review its provisions before the conference of 
Dominion-Provincial representatives next summer. The 
Executive Committee was gratified to know that many of 
the suggestions of the Association submitted to the Secre- 
tary of State two years ago had been incorporated in the 
Draft Act. 
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Due to the many differences of opinions from sections 
of the country regarding the proposed repeal of the Com- 
panies Creditors’ Arrangement Act and regarding the amend- 
ments of the Bankruptcy Act to be enacted at such repeal, 
the Chairman of the Legislation Committee reported that 
he had been informed that it was not likely that any amend- 
ments of the latter Act could be presented at the present 
session of Parliament. 

Information to Members—It was noted that the mem- 
bers were kept promptly informed on all exchequer court 
judgments respecting the Income War Tax Act, and were 
supplied with other matters of interest in their professional 
work. The decision of the Dominion Income Tax Depart- 
ment not to issue departmental rulings was deprecated, 
since this meant that certain decisions in the daily adminis- 
tration of the Income War Tax Act which in many respects 
were applicable in other cases were not generally known 
and therefore did not contribute to consistency in the ad- 
ministration of the provisions of the Act. 

Finances—The finances of the Association were in good 
condition and Colonel Nash, the Chairman of the Finance 
Committee, reported that in spite of the increasing activi- 
ties of the Association the expenditures were not permitted 
to exceed the revenues for the year. 

Annual Meeting of 1939—The thirty-seventh annual 
meeting of the Association will be held in Saskatoon, Sas- 
katchewan, on August 21st to 24th. An invitation is being 
sent to the Institute of Chartered Accountants in England 
and Wales and the American Institute of Accountants to 
contribute papers at the general sessions. It has also been 
decided to make provision for a roundtable discussion at 
one of the sessions on the subject “Inventory valuation of 
public manufacturing companies.” 

During their stay in Toronto the members of the Execu- 
tive Committee were guests of the President of the Ontario 
Institute at luncheon on the 16th, and of the Ontario Insti- 
tute at its mid-year dinner the same evening. At noon on 
Friday, W. J. Saunders, Chairman of the Magazine and 
Publications Committee, kindly entertained the members at 
luncheon, and at 5.30 Friday afternoon the members were 
the guests of Colonel and Mrs. Nash at a delightful “At 
Home.” 
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Our Contributors this Month 


STEPHEN CHAN whose article “The Supervision of Ac- 
countants’ Reports” appears in this issue is a member of the 
New York State Society of Certified Public Accountants and 
is a member of that Society’s Technical Committee on Ac- 
countants’ Office Procedure. 


Mitton Howarp, a member of the Institute of Chartered 
Accountants of Manitoba, has been a contributor to our 
pages on previous occasions, having written on the subjects 
“Accounting as an Aid to Industry” and a “Suggested Sys- 
tem for a Social Welfare Agency.” 


Pau. Ketioge is president of the firm of Stevenson & 
Kellogg, Limited, Montreal, an affiliate of Stevenson, Jordan 
& Harrison, New York, management engineers. In 1911 
he graduated from the Massachusetts Institute of Tech- 
nology and, in addition to having extensive experience in 
purchasing, office management and control, was for three 
years on the staff of The National Industrial Conference 
Board, a research organization of New York City. 


R. G. H. Smais is well known to our readers as the Editor 
of The Students’ Department. He is a member of the 
Institute of Chartered Accountants in England and Wales 
and of the Institute of Chartered Accountants of Ontario 
and is Professor of Accounting in the School of Commerce 
and Administration of Queen’s University. This month he 
deals with the subject of “Differential or Marginal Costs.” 


Civil Service Position Vacant 

The Civil Service Commission of Canada is inviting 
applications from male residents of the Maritime Provinces 
possessing the necessary qualifications for the position of 
Departmental Accountant, Grade 2, male, Halifax dockyard, 
Department of National Defence, Halifax, Nova Scotia. 
Applications must be filed with the Civil Service Commis- 
sion, Ottawa, not later than 8th April 1938. 

The position carries an initial salary of $2,220 with in- 
creases if merited to a maximum of $2,700. 

Among the qualifications are an education equivalent to 
high school graduation and at least three years of experience 
in the office of a practising accountant. 
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Comments and Descriptions in Annual 
Reports of Corporations 


The following comments and descriptions have appeared 
in recent financial statements of companies incorporated in 
Canada. 

The publication of such comments here from time to time 
is not necessarily to be regarded as approval or criticism of the 
form thereof by the Editorial Committee or by The Dominion 
Association of Chartered Accountants, but rather as interesting 
information for readers. 

1. The following appear in the consolidated balance 
sheet of Canada Wire and Cable Company, Limited and sub- 
sidiary companies as at 3lst December 1938: 

Inventories at base prices for normal stocks of Copper, 
at lower of cost or market for other Raw Materials and 
Supplies, and at estimated cost for Finished Goods and 


Work-in-Process, as determined and certified by the man- 
IS ee tc Saige cic a Gis Sinisa noth ae RSI NTS aw ows ee aoe Bee eds 


FIXED ASSETS 

Land, Buildings, Plant and Equipment as appraised by 
Officials of the Company, in conjunction with independent 
Appraisers, on the basis of sound values for a going con- 


cern, as at 30th September, 1935, of $........ plus sub- 
sequent additions at cost, less Depreciation Reserves 
Drees OE Seen oe seat Rastocc dle ewT esa sense a ec etsvarets 


2. The Auditors’ Report to the shareholders of Dominion 
Woollens and Worsteds, Limited on the balance sheet as at 
31st December 1938 is as follows: 


We have conducted a balance sheet audit of the accounts of 
Dominion Woollens and Worsteds, Limited, as at 3lst December, 
1938, and have received all the information and explanations we 
have required. 

No provision has been made for depreciation in respect of the 
years ended 30th June, 1935, and 31st December, 1938. 

Subject to the foregoing, we certify that, in our opinion, the 
above Balance Sheet has been drawn up so as to exhibit a true 
and correct view of the state of the Company’s affairs as at 31st 
December, 1938, according to the best of our information and the 
explanations given to us and as shown by the books of the Company. 


38. The Auditors’ Report to the shareholders of the 
Lake of the Woods Milling Company, Limited, on the consol- 
idated balance sheet as at 3lst August 1938 of that com- 
pany and its wholly owned subsidiaries is as follows: 

We have audited the Books and Accounts of the Lake of the 


Woods Milling Company, Limited, and of its wholly Owned Sub- 
sidiary Companies for the year ended 31st August, 1938. 
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The Investment in the Controlled Company appears in the 
Balance Sheet at what, in our opinion, may be considered a fair 
valuation. The dividends paid by this Company were less than 
its earnings during the period under review. 

The Inventories of Stocks on Hand have been determined and 
certified correct by responsible officials of the Companies, and we 
have satisfied ourselves that the basis of valuation is as stated. 

Subject to the above remarks, we report that we have obtained 
all the information and explanations we have required, and that, 
in our opinion, the above Consolidated Balance Sheet as at 31st 
August, 1938, is properly drawn up so as to exhibit a true and 
correct view of the state of the Combined Companies’ affairs, ac- 
cording to the best of our information and the explanations given 
to us, and as shown by the Books of the Companies. 


4. The Auditor’s report to the shareholders of Woods 
Manufacturing Company Limited on the balance sheet of the 
company as at 3lst December 1938 is as follows. 


We have made an examination of the books and accounts of 
Woods Manufacturing Company Limited for the year ending De- 
cember 31, 1938, and have obtained all the information and ex- 
planations which we have required; and we have satisfied ourselves 
that proper supervision over the detailed accounting records is 
being exercised by the Company’s internal auditor. We report that, 
in our opinion, the above Balance Sheet at December 31, 1938, is 
properly drawn up so as to exhibit a true and correct view of the 
state of the Company’s affairs, at that date, according to the best 
of our information and the explanations given to us, and as shown 
by the books of the Company. 


5. The following extract is taken from the Auditors’ 
Report to the shareholders of The Toronto General Trusts 
Corporation on the balance sheet as at 31st December, 1938. 


Government, Municipal and other Bonds, and stocks held for 
Capital and Guaranteed Accounts are shown at market values. 

The Assets and Liabilities at your Branches have been certified 
to by your Branch Auditors and have been incorporated with the 
Head Office Accounts in the attached Balance Sheet as of 31st 
December 1938. 

Owing to the unfavourable conditions which have prevailed 
in Western Canada for some years past, and moratorium legislation, 
payment of interest and taxes has not been made in whole or in 
part by a substantial number of Western debtors. If adverse con- 
ditions in the Western Provinces should continue indefinitely, a 
revision of values of Western Real Estate, Mortgages and Sale Agree- 
ments may ultimately be required 


The Audit of Municipal Accounts in the 
Province of Quebec 


We are indebted to Mr. Maurice Samson, President of 
the Society of Chartered Accountants of the Province of 
Quebec, for sending some extracts from an address given a 
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few months ago by Mr. J. A. Towner, C.A., at a convention 
of the Union of Municipalities of the Province of Quebec. 
Mr. Towner has taken a lively interest in municipal admin- 
istration. Besides being Professor of Municipal Account- 
ing at the Superior School of Commerce of Quebec, which 
is affiliated with Laval University, he is a member of the 
Province of Quebec Municipal Commission, a member of the 
Standing Committee on Education of the Municipal Officers’ 
Association of the United States and Canada, and is author 
of two reference books (in French) on municipal accounts 
and auditing. 

As Mr. Towner pointed out in his address, in the Prov- 
ince of Quebec nobody may act as auditor of the accounts 
of a municipality without having previously obtained a 
written permit from the Quebec Municipal Commission. 
These permits are granted by the Commission only to can- 
didates who have passed a written examination, and are 
divided into two classes ; namely, Class “A” which authorizes 
its holders to act as auditors of any municipal or school cor- 
poration, and Class “B” which authorizes its holders to act 
as auditors of corporations governed by the Municipal Code 
and of school corporations whose territory is entirely gov- 
erned by the Municipal Code. In other words, Class ‘B” 
permits apply to rural corporations while Class “A” permits 
apply to both urban and rural corporations. 

These prescriptions of the law do not apply, of course, 
to members of the Society of Chartered Accountants or to 
persons who are members of a corporation, association, or 
institute of accountants regularly constituted by a Provin- 
cial Act, or approved by the Quebec Municipal Commission. 

The present method of auditing municipal accounts, Mr. 
Towner stated, has meant many practical advantages, of 
which improvement in municipal credit is not the least. 
The ratepayers of a municipality will easily appreciate the 
reduction, for example, of 14 of 1% on a twenty-year bond 
issue, of an amount of, say $300,000.00. Such savings are 
being realized today by municipalities of the Province, and 
the presentation of financial statements, prepared according 
to recognized accounting principles, doubtless constitutes 
one of the main reasons for this reduction. 

Several rural municipalities of the Province still use the 
tender system when requiring the services of an auditor. 
In other provinces, as well as in the United States, this 
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system is not only reputed to be inefficient, but it is even 
thought dangerous in some cases. The personal qualifica- 
tions of any member of a profession cannot be appraised 
at their real value through tenders. Under no circumstances 
should professional services be regarded in the same 
category as material purchases. 

When referring to the placing of fidelity bonds on em- 
ployees who act in a fiduciary capacity, Mr. Towner sug- 
gested that authorities have the books and accounts of their 
secretary-treasurer audited by the persons they think the 
most qualified, not only in their own interest, but also in 
the interest of the bondsmen and bonding companies who 
certainly deserve this protection for the service they render 
to the corporation. 


Income War Tax Act Ruling—Maintenance 
of Books and Records in Canada 


On 13th March 1939 the Department of National 
Revenue, Ottawa, issued the following regulations respect- 
ing “The maintenance of complete books and records in 
Canada by companies situated abroad but carrying on busi- 
ness within Canada”: 

Whereas certain companies carry on business in Canada and 
fail to maintain in Canada adequate records and books of account 
reflecting the business affairs carried on in Canada, 

This therefore will give notice that by Regulation promulgated 
in accordance with the provisions of Section 75 of the Income War 
Tax Act, wherein such regulations deemed necessary may be made 
for carrying this Act into effect, and having regard to Section 46 
of the said Act, companies carrying on business in Canada and not 
maintaining therein adequate books of account shall, following 
notice by Registered Mail, be required to maintain adequate books 
and accounts for Income Tax purposes in Canada in respect of 
the income of the calendar year 1939, or fiscal periods ending in the 
said year after the 1st July, 1939, and for all periods thereafter. 

Failure to keep such books and accounts after notice may 
result in assessment without reference to the evidence of contents 
of books that may be located abroad pertaining to Canadian busi- 
ness carried on in Canada. 

The Delegation of Authority to the Commissioner of Income 
Tax will be found in the Canada Gazette of the 7th December, 1935, 
p. 1483. 

Dated at Ottawa, this 13th day of March, A.D. 1939. 

c. F. ELLIOTT, 
Commissioner of Income Tax. 
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Have You a Spare Copy? 

A University Library is asking for a copy of the April 
1936 issue of THE CANADIAN CHARTERED ACCOUNTANT. Will 
anyone having a spare copy kindly communicate with the 
Editor, 10 Adelaide Street East, Toronto? 


LEGAL DECISIONS 
[Epitor’s Note: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 
Auditors—Failure to discover misappropriation—Liability 
to fidelity insurer 
(Guardian Insurance Co. v. Sharp, Milne & Co.) 
Quebec Superior Court 
An action by fidelity insurers against auditors for failure 
to discover fraud and conversion by an employee is a case 
of contractual fault for which the prescription period is 
30 years.—[1938] 4 D.L.R. 811. 


Bankruptcy—Extension agreement—Priority of claims 
(Nerlich-& Co. et al. v. Fream) 
Alberta Supreme Court 


Where an officer of a company has agreed, under an 
extension agreement with the company’s creditors, to post- 
pone his claim for money advances until the other creditors 
shall have been fully paid, held, upon bankruptcy of the 
company, the trade creditors by virtue of that agreement 
had a proprietary right to have the officer’s claim postponed 
to theirs, entitling them to an interim injunction to restrain 
the payment of any dividend thereon pending final deter- 
mination of their priority rights under the extension agree- 
ment. (McGillivray, J.A., dissenting, was of the opinion 
that priority of claims under the extension agreement did 
not apply to distribution in bankruptcy, and no prima facie 
case of proprietary interest was shown as ground for in- 
junction). 

Allegations in a creditors’ petition of plaintiffs’ contri- 
bution to the costs and that defendant has waived his claim 
in accordance with his covenant held irrelevant to the issue 
and ordered stricken. 
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The Court has the power to grant an interim injunction 
to preserve the property and rights in status quo in a bank- 
rupt’s estate, and to restrain payment of a claim pending 
final determination of priority under an extension agree- 
ment.—[1938] 4 D.L.R. 682. 


Banks—Timber contract assigned as security— 
Controlling shareholder 
(Royal Bank of Canada v. Port Royal Pulp & Paper Co.) 
Supreme Court of Canada 

The president and controlling shareholder of a company, 
which held timber licenses to cut and remove timber from 
Crown lands, will be regarded as the “owner” of that prop- 
erty within the meaning of s. 88 of the Bank Act, and an 
assignment by him to a bank of the moneys due by a lumber 
company under contract for such timber, of which the latter 
was fully informed, as security for advances to him in fin- 
ancing the lumbering operations, is a valid security under 
the Bank Act, enforceable against the lumber company 
without any offset for any money owing by him to the 
latter.—[1939] 1 D.L.R. 337. 


Companies—Election of directors—Irregularities— 
Action by shareholder 
(Watt v. Commonwealth Petroleum Ltd. et al.) 
Alberta Supreme Court 
An election of directors is not invalid for failure to mail 
annual statement 14 days before the meeting as required 
by the Companies Act. Mere irregularities in the proceed- 
ings, such as voting, appointment of scrutineers and record- 
ing of votes, not involving fraud or ultra vires acts, are not 
causes of action to a shareholder. In matters of internal 
management within corporate powers, the Court is without 
jurisdiction to interfere.—[1938] 4 D.L.R. 701. 


Income tax—Premium on exchange—“Income derived from 
mining”—Subsidiary company 
(Wilson v. Minister of National Revenue) 
Exchequer Court of Canada 
Held (1) the premium upon dividends paid in United 
States funds by a Gold Mining Co. is “income derived from 
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mining” and entitled to the deduction for depreciation auth- 
orized by s. 5(1)(a) of the Income War Tax Act. (2) A 
company carrying on only the business of coal mining is 
not carrying on the same class of business as a Mining 
and Investment Company of which it was a subsidiary so 
as to entitle both to file a consolidated return under s. 35 
(3) of the Act. (38) Expenses incurred in prospecting ex- 
ploration and development work were not for the purpose 
of earning the income of the Mining and Investment Co. 
and not deductible for taxation purposes.—[1939] 1 D.L.R. 
678. 


(Note: A report of this judgment appeared in the October 1938 
issue of THE CANADIAN CHARTERED ACCOUNTANT.) 


Taxation—Direct taxation within province—Income 
outside province 
(Kerr v. Superintendent of Income Tax & A.-G. of Alberta) 
Alberta Supreme Court 

“Direct taxation within the Province” under s. 92(2) of 
the B.N.A. Act extends to income outside of the Province 
received by a resident within it; it is the person that is the 
subject matter of the tax, measured by his income from 
whatever source received. 

Dividend cheques received in Alberta from an American 
corporation located in the United States are taxable as in- 
come of their recipients in Alberta, no matter where cashed 
or paid.— [1939] 1 D.L.R. 149. 


(Note: This judgment of the Appellate Division of the Alberta 
Supreme Court reverses a decision of the Trial Division reported in the 
September 1938 issue of THE CANADIAN CHARTERED ACCOUNTANT.) 


PROVINCIAL NEWS 
ALBERTA 

The Board of Examiners of the University of Alberta 
has reported to the Council that it is recommending to the 
Senate of the University that the following candidates in 
the examination held last December, be granted a pass: 

Primary: Stanley V. Garside, Arnold Vincent Johnston, 
David Baskin McClure, Claude Robert Parsons, Dennis J. 
Quinlan and Reginald J. Snell. 

Intermediate: Thomas Chambers, Alexander Malcolm 
Craig, Graham Radcliffe McLellan, Harry M. Burt, Gerald 
Ira Card, Alexander David MacKenzie and Duncan Stuart. 
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Final: William Martin Anderson, John William Brown, 
Ernest Alfred Campbell, John Chaston, Robert Munro Cock- 
burn, Campbell Villiers Blakely Corbet, John Whitelaw Dick, 
Donald Gordon Gaetz, Gwynne James and Cecil Vivian Milne. 

In addition to the above, two Final candidates, C. L. 
King and A. D. McTavish, who had been exempted from 
writing the Intermediate examination by reason of their 
University standing, will also be recommended for a pass 
on the Law papers, and will then write the standard Final 
examination at a later date. 

If the Senate approves the Board report on 11th May 
next, the successful candidates in the Final examination 
will then be eligible for admission to membership in the 
Institute. 


BRITISH COLUMBIA 

The fifth monthly dinner and discussion meeting of the 
1938-39 winter season was held by the British Columbia In- 
stitute on 27th February. Mr. J. Haydn Young, Vice-Presi- 
dent of the Institute, presided, and the discussion was led 
by Messrs. F. J. Grover, G. F. Gyles and W. J. Barrett- 
Lennard. The topic, “The duties and responsibilities, if 
any, of chartered accountants to taxing authorities,” proved 
to be one of particular interest at the present time, and 
was discussed by a considerable number of both those in 
practice and those employed in the Dominion and Provincial 
income tax offices. 

Without reference to sequence, the views expressed may 
be summarized as follows: 

From the point of view of the taxing authorities, it was 
the opinion that chartered accountants owe a duty and 
responsibility to them as they do to any other “interested 
third party” in connection with financial statements over 
their signatures. Is the criticism of retroactive taxation 
legislation always justified? In this connection it was 
argued that when a government’s budget was prepared, in- 
come tax was expected from various groups in certain 
estimated amounts ; when people in one group had discovered 
loop-holes through which they could escape from substantial 
amounts of taxes, it was necessary to enact retroactive 
legislation to recover the amount of taxes lost and which 
was included in the budget for the year concerned. 
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The theory was advanced that in a democracy the people 
as a whole, through their representatives, enacted the tax- 
ation laws and, ultimately, were the taxation authorities. 
Therefore, it was incumbent upon chartered accountants 
to see that the will of the people (with which they are 
included) should be duly effective. 

From the practising accountant’s point of view it was 
emphasized that a man cannot serve two masters and that 
a chartered accountant’s prime duty was to his client. In 
any conflict of interest between his client and a taxing 
authority, it was the auditor’s duty to state the truth in 
the form most beneficial to his client. In taxation legisla- 
tion the spirit of the act can be discerned only by the letter. 
In this connection, the following extracts from two judg- 
ments of the courts in Great Britain were cited: 


Lord Cairns in Partington v. Attorney General—“If the person 
sought to be taxed comes within the letter of the law, he must be 
taxed, however great the hardship may appear to the judicial mind 
to be; on the other hand, if the Crown seeking to recover the tax 
cannot bring the subject within the letter of the law, the subject is 
free, however apparently within the spirit of the law the case might 
otherwise appear to be. In other words, if there be admissible in 
any statute what is called an equitable construction, certainly such a 
construction is not admissible in a taxing statute, where you can 
simply adhere to the words of the statute.” 

In Levene v. The Commissioners of Inland Revenue—“It is a 
trite law that His Majesty’s subjects are free, if they can, to make their 
own arrangements so that their case may fall outside the scope of 
the taxing act. They incur no legal penalties and, strictly speaking, 
no moral censure, if, having considered the lines drawn by the Legis- 
lature for the imposition of taxes, they make it their business to walk 
outside them.” 


Another speaker said that in the relations between a 
chartered accountant and his client, the former’s duties 
and responsibilities were contractual. Therefore there was 
no responsibility to the taxing authorities as they were not 
parties to the contract. However, as chartered accountants 
should see that all liabilities were included in a balance 
sheet, they must not overlook income taxes payable and 
consequently must know income tax law to determine such 
liability. 

The opinion was expressed that in the matter of tax 
avoidance, nothing could be gained ultimately if the methods 
used were such as may have later repercussions. Methods 
in this category were not defined. 

A number of speakers touched on the matter of actual 
expenses of a business that were not allowed in arriving 
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at taxable income, such as those of incorporation, (wholly) 
entertaining, travelling, depreciation and bad debt provis- 
ions, if considered excessive by taxing authorities. There- 
fore a business could actually suffer a loss in any year 
and still have to pay income tax for the same period. Fur- 
ther, in this connection, it was held that chartered account- 
ants should publicize the present undesirable conditions 
where a commissioner of taxation holds such wide and 
arbitrary powers. 

In connection with the theory that in a democracy the 
people at large were the ultimate taxing authorities, it was 
pointed out that while all of the people enacted income tax 
laws, only about ten per cent. paid taxes on income. 

The unsound practice of retroactive taxing legislation 
was strongly deprecated by a number of speakers. 

Reference was made to the lack of available rulings by 
the British Columbia Income Tax Department and the 
difficulty caused by such circumstances. 

Some speakers advocated a greater lead being taken by 
chartered accountants in the direction of more equitable 
and uniform taxation with a wider incidence than now 
obtains. 

It was generally agreed that without the presence of 
experienced accountants in the income tax offices, we should 
doubtless meet with difficulties, from which happily we are 
being saved by the counsel of these men who are well-trained 
in accounting theory and practice. 


SASKATCHEWAN 

The supper meetings of the Regina Chartered Account- 
ant Club, held monthly in the Kitchener Hotel, continue 
to be well attended by members and visitors. The follow- 
ing meetings have been held in the 1938-39 season. 

October—Organization meeting. 

November—C. J. Matte, Commissioner of the Northern 
Settlers Re-Establishment Branch of the Department of 
Municipal Affairs, spoke to the meeting on the work being 
done by his department in Saskatchewan. 

December—G. Spence, director of rehabilitation under 
the Prairie Farm Rehabilitation Act, spoke to the meeting on 
early surveys on which the work of the P.F.R.A. is based. 
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January—S. P. Grosch, Chairman of the Local Govern- 
ment Board, spoke to the meeting on the Municipal Im- 
provements Assistance Act. 


February—J. M. Sanders addressed the meeting on “In- 
formation that Bankers look for in Balance Sheets and 
Auditors’ Statements.” 


PERSONALS 


Arthur W. Way, chartered accountant, wishes to an- 
nounce that he has opened an office for the practice of his 
profession in the Credit Foncier Building, 850 Hastings 
Street West, Vancouver. 


Announcement was made at Ottawa on 21st March that 
Joseph Hopkinson, a member of the Institute of Chartered 
Accountants of Manitoba (1912), who has been chief in- 
vestigator in the Department of the Auditor General of 
Canada has been promoted to the position of chief super- 
visor of audit. 


BOOK REVIEW 


ACCOUNTING (Part I). 


By Rowland and Magee 


(Published by Messrs. Gee and Company (Publishers) Limited, London, 
1938, cloth, 468 pp., 8s 4d postpaid) 


To teach accounting without practical work on an extensive scale 
is difficult, and the value of any text book depends to some extent 
on the teaching associated with it. A student would have grave dif- 
ficulty in learning accounting with no aid other than this book, but 
it may be a book peculiarly suited to some method of teaching. II- 
lustrations are given of each point of principle, but no comprehensive 
set of accounts is presented. “Sectional Balancing” is a question 
that may present few difficulties to a bookkeeper who meets it for 
the first time, but it is not easy for the student with no practical 
experience; yet it is dealt with here without an illustration of the 
use of analysis columns in books of original entry (other than a rather 
confusing Transfer Journal). 

The form of Manufacturing, Trading and Profit and Loss Ac- 
counts is rudimentary, such items as Depreciation of Plant, Adver- 
tising and Bad Debts all being found in one section, and no mention 
being made of Power, the treatment of which is important in some 
manufacturing businesses. The principle of marshalling items on the 
Balance Sheet is stated, but is not followed consistently in the text. 

C. A. ASHLEY. 
University of Toronto 
9th March 1939. 
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CORRESPONDENCE 


The Editor, Toronto, 10th March 1939. 
The Canadian Chartered Accountant. 


Dear Sir: 
Internal Check and Auditor’s Responsibility 


Where an Auditor accepts the responsibility of his appointment 
the assurances he gives to the Shareholders are no more valuable 
than the skill he exercises in his choice of underlying evidence. If 
the evidence he uses consists in part of an internal audit, it is his duty 
and his reasonable privilege, to see that such audit is carried out on 
a basis which satisfies him as to its logical sufficiency. 


If. with the aid of this internal check, he seeks to cover the whole 
field of review, it is clear that he has a primary interest in establish- 
ing the point at which the work of the internal auditor ceases and his 
own personal work begins. 


In the United States the Auditors are appointed by Directors 
and are responsible in the first place to them, and some limitation 
may be placed upon the Auditor’s responsibility as the result of the 
contract entered into between the Directors on the one hand and the 
Auditor on the other. Such a limitation. however, is an unnatural 
one, since the final usefulness of the Auditor is to the proprietors of 
the Company. Sooner or later, therefore, the Auditor’s scope, even in 
the United States, will be enlarged to embrace, as it does in other 
countries, the full area of a Company’s activities, insofar as these can 
be expressed in books of account. 


Where this enlarged range is accepted as giving the proper 
horizon to the function of auditing, it might well be that the portion 
of the work carried out by a group of internal auditors will be defined 
in any report by a Shareholders’ Auditor, and since any such definition 
would be a disclaiming of responsibility on his part, the Shareholders 
might conceivably determine that the internal auditing should be 
made a responsibility of the outside Auditor. 

To accept this view is to forecast a condition under which the 
Shareholders’ Auditor would also assume the duties of the internal 
Auditor and become the one responsible head for the group of persons 
necessary to perform the detailed and supervisory operations relative 
to a full and complete audit. 

James Turner. 
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STOCK BROKERS’ ACCOUNTS 


Theory and Practice 


This series of discussions on the subject of stock brokerage ac- 
counting theory and practice has been prepared by a group of members 
of the profession familiar with the subject. They desire to have it 
understood that the definitions, opinions and observations appearing 
in this column are their own and are not necessarily those of the 
Dominion Association. 


(Continued from March issue) 


Summary of Postings to the Stock Position Book 


The Stock Position Book in a broker’s office usually takes 
the form of a book containing a page for each security on 
which is recorded all the long and short positions in that 
security. Each day it is necessary to alter the balances 
to reflect the changes in the various positions brought about 
by the transactions for the day. It is essential that the 
account for each security be kept in balance, and, since the 
postings originate from various sources and any number 
of entries may affect the same security position, it is ad- 
visable that all postings be summarized prior to entry in 
the stock position book. Providing the entries on the sum- 
mary (Exhibit A) are in balance and the postings are 
correctly made no difficulty will be experienced in maintain- 
ing the stock position book in balance. As it is only the 
altered balances which are entered, the summary is in 
reality an integral part of the records and is invaluable 
as a means of checking the postings made. 

The form of the summary set out in the illustration and 
the method, described herein, of compiling the necessary 
information are suggested with a view to minimizing the 
possibility of error and providing a clear and concise picture 
of the postings which have been made in the stock position 
book. A separate summary sheet should be used for each 
security and the contracts and other forms of original entry 
sorted aphabetically before commencing to enter the de- 
tails on the summary sheets. The various steps necessary 
to complete the summaries are dealt with in the order in 
which the original entries will ordinarily be available for 
recording. 

The first type of transaction to be entered will usually 
be the customers’ contracts. Each contract represents a 
double entry; that is, as a result of the contract a customer 
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goes long and the clearing house, or a non-member broker 
goes short or vice versa. The positions taken by clients and 
non-member brokers should be posted to the summaries 
directly from the contracts. At the moment, however, it 
will not be known, in the case of transactions with member 
brokers, whether or not the security will be received from 
or delivered to clearing on the value date. The position 
with the clearing house is, therefore, not entered from this 
source and the summaries at this point will not be in 
balance. 

Prior to the preparation of the final clearing sheet for 
the day certain transactions with member brokers may be 
“left-off” by the clearing department. Other transactions, 
omitted from the clearing sheets for previous days, may 
be “put-on” and the transaction completed through the 
clearing house. The details of these transactions can be 
obtained from the original clearing sheets and should be 
entered on the summaries by recording the long or short 
positions thereby developed with member brokers. Similar- 
ly “lieu cheques” may be tendered or accepted in place of 
securities listed for delivery or receipt on the clearing sheet. 
A list of the lieu cheques given or accepted, showing the 
securities covered and the brokers affected, should be ob- 
tained and the positions taken with the various member 
brokers entered on the summaries. 

All the entries recorded up to this time should have been 
entered on the summaries in the inner or “bought” and 
“sold” columns. The figure necessary to balance the sum- 
mary for each security will now represent the number of 
shares to be received from or delivered to the clearing house. 
This figure should be entered on the summary as the posi- 
tion with the clearing house and the inner columns will be 
in balance. 

Actual receipts and deliveries of securities should next 
be entered in the outer columns of the summaries from the 
cage records. The number of shares entered from this 
source as “received” from or “delivered” to the clearing 
house should exactly offset the figure previously entered in 
the inner column on the opposite side so that no posting 
need be made to “clearing” in the stock position book. If 
these figures are not in agreement an error is indicated 
in the entries in the inner columns which must be located 
before posting. After all other receipts and deliveries of 
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securities have been entered on each summary the number 
of shares necessary to balance the outer columns should be 
entered as the net change in the “box” or “vault” position. 

The summaries having been completed as described 
above are then ready for posting to the stock position book. 
As previously mentioned the usual procedure is to enter 
only the revised positions after giving effect to the changes 
indicated on the summaries. For this reason it is advis- 
able that the summaries be retained at least until all the 
positions have been checked with the positions shown by 
the various ledgers and other records, such as box lists, 
transfer receipts, etc. 

EXHIBIT A 


SUMMARY OF POSTINGS TO THE STOCK PosITION Boox 


Security: X. Y. Z. Co. Date August 28, 1938. 


Long Short 


Received | Bought Delivered 


300 Client A 
500 Client B 
50 Client C 
Client D 
Client E 


Broker M (Non-member 
Broker N (Leave-off) 
Broker P (Put-on) 
Broker R (Lieu cheque) 
Broker S (Non-member) 


Clearing 

Call Loan 
Safekeeping Box 
Transfer 

Box 





1,150 
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TERMINOLOGY DEPARTMENT 


The articles in this Department, unless otherwise stated, are or- 
iginally written by the Chairman of the Terminology Committee and 
submitted to the members thereof; they are afterwards revised by 
him after consideration of suggestions made by the members. 


If it should be thought that any articles include too much primary 
or elementary matter, readers are asked to realize that the Committee 
hopes these articles will be of especial value to Students-in-Accounts; 
and it is believed that, to impart a thorough understanding, too much 
emphasis cannot be placed on the fundamental principles on which 
the ideas connoted in the term defined are based. 


(Continued from March issue) 


Position: A term often used in connection with special 
statements, such as “General Position,” ‘Cash Position,” 
“Liquid Position,” “Current Position,” etc. 

It is submitted that, for such statements, the word “Con- 
dition” is preferable; position implying a point or place, 
and condition a state of being, or circumstances. However, 
the word seems to have come into general use, and these 
comments are intended mainly to deal with its misuse; where 
“position” is used, it is still thought “conditions” would be 
better. 

“Cash Position” and “Liquid Position” are synonymous 
terms, and mean no more than the totals of cash on hand 
and in bank, and other assets readily convertible to cash, 
such as temporary investments, trade acceptances, etc. 
Neither of these terms should be used for statements of 
Current or Working Position. 


“Current Position” and “Working Position” are also 
synonymous terms, and statements made to determine this 
condition are statements of Current Assets and Current 
Liabilities, the excess of such assets over liabilities being 
called “Net Current Assets” or “Working Capital,” accord- 
ing to individual choice. 

Posting Medium: Any book or file from which entries 
are posted to the ledger; the journal, cash book, invoice 
binder, etc. 

Preferred (or Preference) Capital: A part of the share 
capital of a company which, by authority of the instru- 
ment of incorporation, has a preference over the remain- 
ing capital, always in the matter of dividends, and usually 
in return of capital on a winding up. Unless otherwise 
stated, the annual rights as to dividend expire with each 
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year, but often they are made cumulative, the unpaid divi- 
dends of past years accumulating in preference to the in- 
terests of common shareholders. (See “Cumulative Pre- 
ferred Capital” and “Participating Capital’). Dividends on 
preferred shares are called Preferred (or Preference) divi- 
dends., 


Preliminary Expenses: The expenses incurred on the 
formation of a company incidental to its incorporation; 
e.g., legal expenses, fee for charter, costs of statutory books 
and common seal. They are not necessarily a charge 
against the first year’s business, but are usually written off 
over a term of years at the directors’ discretion. 


Premium: 1. The excess over par value at which shares 
and other securities are sometimes issued. 

2. The excess over par value at which bonds and other 
securities are sometimes redeemable, according to the con- 
tract. 

3. Any excess in the market price of securities over par 
value. . 

4. The amount paid periodically on contracts of insur- 
ance. 

5. The initial price paid for an option, lease, or similar 
contract. 

6. The excess above ordinary market price paid for goods 
of a particular quality or in a preferred situation as to 
delivery, e.g., eggs above the standard average weight, or 
grain at a shipping point where it is needed to complete 
cargoes. 


Prepaid Expenses: A term used on balance sheets to 
represent that portion of expenses paid in advance the 
benefits from which are still to be obtained. It should only 
be used in connection with expenses which cover a definite 
period of time, and which thus will be charged into profit 
and loss within that period of time; and for such part of 
that time as falls within a year from the date of the balance 
sheet, they may be included among current assets. Ex- 
amples are rent paid in advance, unexpired insurance 
premiums, etc. Items which carry over more than a year 
should be stated separately or shown as “deferred charges” 
(q.v.), which are not “current” assets. 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


It is a commonplace that the market value of a business 
undertaking depends entirely on its prospective earnings, in 
the sense that the market value is the discounted present 
worth of those earnings. It is less readily understood that 
the earnings which are to be capitalized for this purpose 
are earnings after provision has been made (by way of de- 
preciation charges) to ensure the maintenance of the capital 
sunk in the business. 

A proespective purchaser of a business is therefore faced 
with the task of calculating a fair purchase price from earn- 
ings which will themselves be affected by the purchase price. 
Suppose a certain concern is engaged in an industry in 
which the required or normal return to capital is 10 per cent. 
per annum and that the assets of this concern consist of 
a plant which according to engineers’ estimates will depre- 
ciate at 5 per cent. per annum for the next twenty years. 
What is the fair market value of that concern if its profits 
before charging depreciation are $10,000 per annum? If the 
value were taken at 10 x $10,000 it would clearly be over- 
stated, for the annual profits after charging depreciation on 
$100,000 at 5 per cent. would be only $5,000. If the value 
were taken at 10 x $5,000 it would equally clearly be under- 
stated, for annual depreciation would then be 5 per cent. of 
$50,000 and annual net profit $7,500. The correct valua- 
tion is $66,667, computed as x = 10(10,000 — 5 x), which 

100 
gives an annual depreciation charge of $3,333 and net profit, 
after charging depreciation, of $6,667. 

The accountant’s function in a situation of this kind is 
to produce figures of past earnings (before charging depre- 
ciation) which when taken along with engineers’ estimates 
of depreciation rates applicable to the future will enable both 
seller and prospective purchaser of the business to estimate 
future net profits and work out, by the method illustrated 
above, the fair value of the undertaking. It is of course 
conceded that in the more complex situation encountered 
in practice the solution is not so simple an arithmetical 
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proposition as in the artificially simplified illustration. As 
best he may however the purchaser must attempt a calcula- 
tion of that kind. 

It is worth noting that if an appraisal has been made of 
the individual assets comprising the fixed investment the 
purchaser should test the appraisal figures by calculating 
depreciation charges on them and seeing whether they yield 
a figure of net profit which justifies the appraisal as an 
“earnings” valuation. Appraisal figures are no significance 
unless they satisfy this test. 


* * * 


In two recent articles in Saturday Night Mr. B. K. Sand- 
well, the Editor, crusaded against certain provisions of the 
1937 amendments to the Ontario Succession Duty Act which 
in his opinion constitute a menace to the liberty of the sub- 
ject. “If they have not as yet been used” he says “for any 
purpose except to compel submission to disputable demands 
for inheritance taxes, it does not follow that they will never 
be used otherwise; and even the recipient of an inheritance 
or gift is entitled to justice.” There must be many people 
in Canada who, even if satisfied that provisions of the kind 


in question were essential to the effective collection of death 
duties in particular cases, would yet condemn those provi- 
sions for the demoralizing effect which they inevitably have 
upon the officers of the Crown. “The New Despotism” does 
not wear the crown of King John, Charles I or George III 
but in all countries it produces the same characters. 


* * * 
PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken and represent his views and opinions. They are 
designed not as models for submission to the examiner but rather 
as such discussion and explanation of the problem as will make its 
study of benefit to the student. Discussion of solutions presented 
is cordially invited. 


PROBLEM 


THE INSTITUTE OF CHARTERED ACCOUNTANTS OF 
SASKATCHEWAN 


INTERMEDIATE EXAMINATIONS, NOVEMBER, 1937 
Municipal Accounting and Auditing. Question No. 5 


The following is a statement of cash receipts and payments of 
R. M. Stoneybroke for the year ended December 31st, 1936: 
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Cash Receipts: 


Municipal Taxes (including Tax Sales) 
Tax Sale Certificates Redeemed or Assigned 
Tax Title Property Sold 
Agreements of Sale 
Tax and Redemption Certificate Fees 
Tax Sale Costs 
Provincial Treasurer Commissions 
Penalties on Municipal Tax Sale Certificates 
Interest and Exchange 
Interest on Relief Advances 
Deposits on Purchased Properties 
Accounts Receivable 
Recovered Municipal Taxes (1933) 
Leases on Tax Sale Property 
Refunds Grasshopper Bait 

Agricultural Aids, Principal 
Direct Relief Principal 
Overpaid Taxes 
Loans General Municipal 
Town School Taxes 
Wild Lands Taxes 
Public Revenue Taxes 


eee meer e eee re reese eseeseeseeereseeseeretese® 
ee 
ee eee meee eee ere reese eeerreene 
i 
Cee ee ew eee meee errr eee eeeeeeeeeee 
Ce 


Total Receipts 


Cash Payments: 


Council Indemnities 
Secretary-Treasurer’s Salary 
Assessor and Collector 
Audit Fee and Expenses 
Election Expense 
Stationery and Postage 
Office Expense 
Tax Sale Certificates 
Bank Interest 
Grasshopper Bait 
Weed Inspectors 
Roads, Bridges, Supervision 
Machinery Repairs 
Workmen’s Compensation 
New Machinery 
Right of Way 
Medical Health Officer 
General Grants 
Debenture Principal 
Debenture Interest 
Agricultural Aid Advances 
Direct Relief Advances 
Rural Schools 
Telephone Company 
Refunds Overpaid Taxes 
Deposits Land Titles Office re Title Costs 


ee 


Peer reese seresesees seers ereeseseresesenese 


ee ee ee ee er 


ee 


ee meee eer ee reer reese esesee st eseeseeeeeeesese 


$20,031.79 
1,902.76 
457.66 
138.82 
25.50 
22.60 
23.13 
136.53 
461.35 
16.22 
198.78 
745.00 
55.86 
26.76 
743.55 
69.04 
2,517.83 
1,627.64 
47.01 
5,000.00 
828.18 
27.78 
3,662.90 


$38,766.69 





$ 257.30 
1,795.00 
162.83 
226.49 
86.17 
462.04 
306.99 
35.30 
116.71 
230.96 
100.00 
2,695.97 
88.85 
25.00 
100.00 
25.00 
18.00 
165.00 
423.90 
500.00 
137.50 
4,226.40 
464.83 
6,454.00 
1,881.10 
177.7 


200.00 








STUDENTS’ DEPARTMENT 








Babe Teen General Primeipal |. iis o-66di is osc cecicawies cee 4,000.00 
TE NE, 56 eee ssw ais ew Sino ew Sib ol Swelare O's Rina 6s lpia bens 739.36 
SPAN NEV CIEMLD Yo ors o.5 60s oh diel ok SSW OS 06s RNa seSe eee AS 4,289.78 









RE ee oo oS SUSE Rb osaa we csttetene et aesGekas $30,392.21 


December 31, December 31, 








1935 1936 
Cash on Hand General «2.2.65. ..0ce00 $ 83.43 $1,250.18 
Cash on Hand Public Revenue ......... 6.76 97.42 
Cann 08 BARK GOMOPA! ok aoc sk csecescc 138.77 7,199.46 
Cash in Bank School Trust ............ es 56.38 













$228.96 $8,603.44 





You will note the following: 


Tax Sale Property sold includes $127.66 profit on sales. 
Government Treasurer’s Commissions include $36.53 balance of 
1935 Commissions. 

Secretary-Treasurer’s Salary includes $195.00 balance of 1935 salary. 

Accrued interest on agreements of sale for 1986 amounts to $155.60. 

1936 Municipal Levy $10,823.57, Municipal Taxes cancelled current 

$53.57 and arrears cancelled $250.00. 

1936 Penalties on Arrears $1,675.40. 

1936 Rural School Tax Levy $5,962.21. 

1936 Telephone Company Levy $2,043.08. 

Discount on Municipal Taxes $1,209.45. 

1934 Outstanding Municipal Cheques cancelled $75.40. 

1935 Outstanding Accounts Payable written off $124.60. 

1936 Road Work Labour not paid $104.03. 

1936 Medical Health Officer owing $32.00. 

Cancellations on Agreements of Sale Receivable $125.34. 

Salary of Secretary Treasurer is $2,000.00 per year. 

5% commission on remittances to Provincial Treasurer. 

From the foregoing, prepare a statement of income and expenditure 
for the year 1936, as far as possible in the form required by the De- 
partment of Municipal Affairs. 

Make the following provisions: 

Reserve for uncollectible taxes $1500.00. 

Reserve for uncollectible direct relief advances $1000.00. 

Reserve for depreciation of sundry assets $600.00. 

Also prepare a statement of Surplus Account as at December 31, 


1936. The amount to the credit of this account as at December 31, 
1935, was $35,043.90. 






























DRAFT SOLUTION 


NOTE: The candidate is not obliged to submit a draft solution as here set out— 
his solution needs only to be correct and properly stated. This draft 
is simply a convenience and a safeguard against errors. 








Cash Adjust- Ledger 

Item Receipts ments Income Surplus Accounts 
Municipal Taxes (Including 

CRG MON, ctuneeueeuseses’s $20,031.79 acute ee eee $20,081.79 
Tax Sale Certificates Redeemed 

OP RO betes heh ones 1,902.76 “ion ee 1,902.76 

Tax Title Property Sold .... 457.66 $—127.66 $127.66 Seite 330.00 
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Agreements of Sale .......... 
Re eee 
Tax and Redemption Cert. Fees 
ge eee ee 
Provincial Treasurer’s Com- 

PNB AS Wo Gia saab i sceeses 


Penalties on Municipal Tax 
Sale Certificates .......... 
Interest and Exchange ...... 
Interest on Relief Advances .. 
Deposits on Purchased Prop- 
erties 
Accounts Receivable ......... 
Recovered Municipal Taxes 
(1933) 
Leases on Tax Sale Property 
Refunds Grasshopper Bait 


Agricultural Aids, Principal .. 2, 


138.82 
25.50 
22.60 
23.13 
( —36.53) 
136.53 (4114.48) 


461.35 
16.22 
198.78 


745.00 
55.86 


26.76 
743.55 
69.04 
517.83 


Direct Relief, Principal ...... 1,627.64 caus 
COVOTDOR TAREE ....iceicscciacs 47.01 eee 
Loans General Municipal .... 5,000.00 cab 
Town School Taxes .......... 828.18 re 
VINO SE “TAROS 6 vines csc oss 27.78 ae 
Public Revenue Taxes ...... 3,662.90 Peslate 
155.60 
Cash in Bank, General, De- 
oo ge Sl a eee 138.77 
Cash on Hand, General, De- 
CON BATE vic vicsssscun's 83.43 
Cash on Hand, P. R. Trust De- 
OBMIDED SIISS win n cc sasssee 6.76 
$38,995.65 
Levy (10,823.57 — 53.57) 10,770.00 
5,962.21 
2,043.08 
1,675.40 
$14,503.31 75.40 
226.76 124.60 
45,186.35 20,920.77 +-20,920.77 
$59,916.42 $59,916.42 


Total TMCOMEC. 2. 6.00026 
Total Expenditure ..... 


Surplus for the Year 


aaaie 138.82 
25.50 wae 
22.60 eee 
23.13 36.53 
214.48 —5% on Re- 

mittances 
461.35 
16.22 
198.78 
745.00 
55.86 
$26.76 
743.55 
69.04 Fie 
as 2,517.83 
1,627.64 
47.01 
5,000.00 
828.18 
27.78 
3,662.90 


155.60 Interest on 
Agreements of Sale 
138.77 

83.43 

6.76 


10,770.00 Net Levy 
Rural 5,962.21 
School Levy 
Rural Tel. 2,043.08 
Levy 
1,675.40 Penalties on Ar- 
rears 
75.40 O/S 
Cheques cancelled 
124.60 Accounts 
Payable, written off 





14,503.31 226.76 45,186.35 


12,609.49 


$1,893.82 
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Cash 
Item Payments 
Administration 
Council Indemnities ..... $ 257.30 
Secretary-Treasurer’s 
RR io tase. oe a sess 1,795.00 
Assessor and Collector .. 162.83 
Audit Fee & Expenses .. 226.49 
Election Expense ........ 86.17 
Stationery & Postage .... 462.04 
Office Expense, etc. ...... 306.99 
Tax Sale Certificates .... 35.30 
POGUE TUIBPORE. 65s cdc cess 116.71 
Protection of Property 
Grasshopper Bait ........ 230.96 
Weed Inspectors ........ 100.00 


Maintenance, Public Works 
Roads, Bridges, Supervision 2,695.97 


Machinery Repairs ...... 88.85 

Workmen’s Compensation 25.00 
Capital Outlay 

New Machinery ........ 100.00 

PL OF WAY 6556 sa ciecicss 25.00 
Public Health and Sanitation 

Medical Health Officer .. 18.00 
Medical Services 

General Granta ......... 165.00 

NITONG odiewin dic caleasck 423.90 
Debentures 

Debenture Principal ...... 500.00 

Debenture Interest ....... 137.50 
Sundry 

Agricultural Aid Advances 4,226.40 

Direct Relief Advances . 464.83 

Rural SCHOO ......656.. 6,454.00 

Telephone Company ..... 1,881.10 

Refunds, Overpaid Taxes 177.73 

Deposits Land Titles Office 

TO TIO COME: occa sce 200.00 
Bank Loan General Prin- 

NEY colonies «aes ewco ace 4,000.00 
TONE BORON 2.66 cecinsas 739.36 
Public Revenue .......... 4,289.78 
Cash on Hand General De- 

cember 31/36 .......... 1,250.18 
Cash on Hand Public Rev- 

enue Trust December 

BESO ccs so os 6540%.08 se 97.42 
Cash in Bank General 

December 31/36 ....... 7,199.46 
Cash in Bank _ School 

Trust, December 31/36 56.38 

$38,995.65 
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ments 


$—195.00 
4.40.00 


104.03 


32.00 


Ledger 


ture Surplus Accounts 


$ 257.30 $195.00 


2,000.00 
162.83 
226.49 

86.17 
462.04 
306.99 

35.30 
116.71 


230.96 
100.00 


2,800.00 
88.85 
25.00 Bios chee 

(If capitalized adjust 

100.00 through Surplus) 

25.00 ene oes 


50.00 


165.00 
423.90 


500.00 (Adjust through 
137.50 Surplus) 


4,226.40 
464.83 
6,454.00 
1,881.10 
177.73 


200.00 
4,000.00 
739.36 
4,289.78 


1,250.18 


97.42 


7,199.46 
56.38 
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1,209.45 
250.00 


1,209.45 Discount on Taxes 
$250.00 Arrears 
cancelled 
125.34 Agree- 
ments of 
sale cancelled 
1,500.00 Reserve-uncol- 
lected Taxes 
1,000.00 Reserve for 
Direct Relief 
600.00 Reserve for De- 
preciation of Assets 


125.34 


$12,609.49 1,500.00 


375.34 1,000.00 


600.00 


5,220.82 
$44,216.47 $+-5,220.82 $12,609.49 $375.34 $31,231.64 


31,231.64 
$44,216.47 








FORMAL SOLUTION 
INCOME 


TAXATION 
General Municipal Levy .$10,823.57 
Less Cancellations 
Current Taxes .... 53.57 


Net Total to Summary.. 10,770.00 


Penalties on Tax 


Arrears 1,675.40 


SUNDRY 
Licenses 
Tax & Redemption Cer- 
tificate Fees 
Tax Sale Costs 
Provincial Treasurer’s 
Commission on Deposits 
Penalties on Tax Sale Re- 
demptions 
Interest on Advances ... 
Interest on Agreements.. 
Profit on Property Sold.. 
Leases on Tax Sale 
Property 


214.48 
461.35 
198.78 
155.60 
127.66 
743.55 


1,972.65 


EXPENDITURE 


Administration 
Council Indemnity .. 
Secretary Treasurer’s 
Salary 
Assessor and Collector 
Audit Fee and Ex- 
penses 
Election Expense .... 
Stationery & Postage.. 
Office Expense 
Tax Sale Costs 
Bank Interest +116.71 
— 16.22 


- $ 257.30 


162.83 


226.49 
86.17 
462.04 
306.99 
35.30 


100.49 


Discount on 
1,209.45 


4,847.06 


Public Health 
Medical Health Officer..$ 50.00 


Medical Services, Charities 
General Grants 
Sanatoria 


165.00 
423.90 


588.90 


Debenture Charges 
Principal 
Interest 


500.00 
137.50 


637.50 
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Protection of Property 
Grasshopper 


161.92 
100.00 


261.92 


Maintenance Public Works 
Roads, Bridges, etc. .. 2,800.00 
Machinery Repairs .. 88.85 
Workmen’s 

Compensation 


2,913.85 


Capital Outlay 
New Machinery 
Right of Way 


Reserves 
For Uncollectible Taxes 1,500.00 
For Direct Relief 
Advances 
For Depreciation of 
Assets 


1,000.00 


3,100.00 


SUMMARY OF INCOME AND EXPENDITURE 


Expenditure 
Administration .........$ 4,847.06 
Protection of Property .. 261.92 
Maintenance Public 

Works 
Capital Outlay 
Public Health 
Medical Services, etc. .. 
Debenture Charges 
Reserves 
Surplus carried to 
Surplus account 


125.00 
50.00 
588.90 


1,893.82 
$14,418.05 


Income 


Taxation $10,770.00 


Penalties on Taxes 1,675.40 


Sundry Revenue 1,972.65 


$14,418.05 


SURPLUS ACCOUNT 


1936 
Dec. 31 To Taxes Arrears 
Cancelled* ...$ 
To Agreements 
of Sale Can- 
GORMOG siaceces 125.34 
To Balance .. c/d37,389.14 


250.00 


1935 


Dec. 31 By Balance 
1936 
Dec. 31 By Surplus for 
Year 
By Recovered 
Taxes (1933). 
By Cheques Can- 
celled (1934). 
By Accounts Pay- 
able Written 
Off (1935) 


. + -$35,043.90 


1,893.82 
26.76 
75.40 


124.60 
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By Adjustment 


New Machin- 
ery Capital 
Cl 100.00 
By Adjustment 
Debenture 
Principal Exp. 500.00 
$37,764.48 $37,764.48 


1936 
Dec. 31 By Balance c/d $37,389.14 


*This might be charged to Reserve for Uncollectible Taxes. 


DISCUSSION OF PROBLEM SOLUTIONS 
PROBLEM I. MARCH, 1939. 


The writer respectfully submits the following comments on the 
solution published in the issue for March, 1939, because it is not 
quite in accord with accounting as taught in the special courses held 
at McGill University for registered clerks. 

(1) Work-in-Process Account—It is considered better to collect 
the Factory Overhead Expense, Variable and Standing, in separate 
accounts before transferring their totals for the period to the debit 
of the Work-in-Process Account. This paves the way for using the Work- 
in-Process Account as the Control Account for the Cost Ledger. As the 
details of Direct Material, Direct Labour, and Factory Overhead Ex- 
pense are charged to the debit of the individual accounts in the Cost 
Ledger, the monthly totals are carried to the debit of the Work-in- 
Process Account in the General Ledger. When this is done the Fac- 
tory Overhead Expense charged to Work-in-Process is credited to 
suspense accounts, and the actual overhead is charged to the debit 
of these accounts. Factory Overhead Expense over or under-charged 
is disposed of by the method decided on by the accountant. If it is 
charged to Work-in-Process as part of the cost of manufacturing, it 
will be passed through the Cost Ledger. If part of it is written off 
direct to Cost of Goods sold or to Profit and Loss, that part will not 
go into the Work-in-Process, etc. It is considered important for the 
students to learn to gather the Factory Overhead Expense items into 
special accounts, which later will be headed, “Factory Overhead Ex- 
pense, (Variable) Charged” and “Factory Overhead Expense (Stand- 
ing) Charged”. 

(2) Manufacturing Statement—Factory Overhead Expense, Vari- 
able, will include those indirect charges, which vary with production. 
The Standing charges may vary in themselves, but they will not vary 
with production, and will continue quite regardless of the quantity 
of production in the Factory. For this reason the standing charges 
will usually include, “General Repairs to Factory Buildings’. There 
may, however, be special cases, where such repairs will vary with the 
volume of production, but as a rule they will be dependent on the 
weather, action of time, and so on. Fire Insurance on Buildings and 
Machinery will invariably be a standing charge, whilst Fire Insurance 
on Work-in-Process will vary with production: if there is no produc- 
tion, there is no work-in-process and no need to insure it. 

(3) Profit and Loss: General Operations—It is considered wise to 
gather under a special heading all expenses and losses and also any 
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profits there may be connected with cash collections and the general 
handling of the internal] finances of the business. A heading suggested 
is “Internal Financial Administration”. It would come immediately 
after the ordinary Administration Expenses and include in this exer- 
cise: 


Bad Debts written off 
Increase in Reserve 


Bank Charges, Exchanges, etc. ............... 
Cash Discounts on Sales 


Less Cash Discounts on Purchases 


The balance on this statement should show the net profit (or loss) 
resulting from the regular operation, quite regardless as to how the 
total capitalization has been raised. 

(4) Net Income—This statement should be prepared so as to con- 
form with the Dominion Companies Act, Sec. 113, Subsection 3. In it 
the charge for borrowed capitalization, Bond Interest $1,500, will be 
debited against the net profit from regular operations. 

(Signed) R. R. Thompson. 


The practitioner who prepared the solution which Professor 
Thompson discusses above offers the following comments: 


(1) Work-in-Process Account—While it is more usual to use es- 
timated rates for Factory Overhead Expense, involving a credit to 
a Suspense Account, and the subsequent disposal of over- or under- 
charged burden, the trial balance given in this problem indicated that 
this procedure was not adopted in this case. The gathering of the 
individual items into special accounts for “Factory Overhead, Variable” 
and “Factory Overhead, Standing,” before closing them out to Work- 
in-Process Account, seems in this case to be a multiplication of entries 
not required in the answer. 

(2) The item “Repairs to Buildings,” like a good many expense 
items, is really a combination of fixed and variable expense; such 
items receive varying treatment under different systems of costing, 
or according to circumstances which apply in particular cases. 

(3) The charge in respect of Bad Debts is often included as an 
administrative expense, particularly when there is a Credit Depart- 
ment, and there are good arguments for its inclusion in that section. 

(4) Section 113 of the Dominion Companies Act specifies a num- 
ber of items that must be shown separately in the Profit and Loss 
Account, but a study of the published accounts of a large number 
of companies indicates that neither directors nor accountants consider 
that the Section directs the form in which the account shall be drawn 
up, or the precise manner in which each item mentioned shall be 
treated. 


[Eprror’s Notre: It is not permissible to infer that any solution 
published in this department is in accordance with any particular 
system of instruction or that it represents the views of anyone other 
than the practitioner who prepared it. We believe that this is clearly 
indicated by the form heading which precedes the problem section 
in every issue of the Department.] 
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In the March 1939 issue of THE CANADIAN CHARTERED ACCOUNTANT 
the solution submitted to Problem 1 on the intermediate examination 
paper of the Society of Chartered Accountants of the Province of 
Quebec, appears in error on the following points: 

General administrative expenses are overstated by the amount 
of $800.00, inasmuch as the deferred general administrative ex- 
penses in the amount of $400.00 have been treated as an addi- 
tional expense of the period under review instead of a reduction. 
The item of Factory Supplies Inventory amounting to $800.00 has 

been deleted from the balance sheet, making that statement in balance 
and so the error is not disclosed. 

The net profit should be $83,460.00 and this corrected amount and 
also the addition of the factory supplies inventory on the balance 
sheet will make the total debits and credits of the balance sheet 
$513,610.00 instead of the amount of $512,810.00 shown on the solution. 


(Signed) W. Nobbs. 


Epitor’s NoTE: It would seem that these points are well taken 
and that the solution is in error. 
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